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OUR COVER 


Stanley S. Surrey, the new Assistant Secretary of the Treasury 
for tax policy, is featured on our cover this month. Mr. Surrey's appoint- 
ment was confirmed by the Senate on April 13, 1961. 


As Assistant Secretary of the Treasury, Mr. Surrey has the day-by- 
day jurisdiction over federal tax policy within the Treasury Department, 
and advises the Secretary of the Treasury on tax matters. He also 
has jurisdiction over the Treasury's Office of Tax Legislative Counsel, 
Office of Tax Analysis including the Revenue Estimating Unit, and the 
Office of International Tax Affairs. These offices analyze and prepare 
reports on legal and economic aspects of tax legislation, and review 
all tax regulations which are promulgated by the Treasury Department. 
They also consider the international aspects of our tax system, including 
tax treaties. Mr. Surrey appears before Congressional tax committees 
to present the Department's views on prospective tax legislation, and 
recommendations for changes in existing laws. 


Mr. Surrey's reputation as a leading expert on federal tax laws is 
well known throughout the legal profession. Prior to his appointment 
as Assistant Secretary of the Treasury he was Jeremiah Smith Jr. 
Professor of Law specializing in federal taxation at the Harvard Law 
School, and was director of the Harvard Law School International 
Program in Taxation. 


The new Assistant Secretary of the Treasury previously served in 
the Treasury Department as Tax Legislative Counsel from 1942 to 1946, 
except for war service in the Navy. From 1947 to 1950, he was 
professor of law at the University of California School of Jurisprudence. 


He is a member of the New York, Massachusetts, and the United 
States Supreme Court bars. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation, To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager; James L. Jones; Circulation 
Manager, Richard H. Lane. 
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A department which reviews some of the interesting decisions of 
the last month’s parade of cases through the courts involving 
taxation. 


Forming Multiple Corporations by Robert J. Paley 
This is an explanation of three decisions involving situations in 
which multiple corporations were used in the hope of obtaining 
the tax advantages of a surtax exemption and accumulated earn- 
ings credit. 


Adequate Security Under Section 503(c)(1) by B. L. Graubart 
This section of the Code prohibits organizations that are entitled 


to exemption under Sections 401(a) (qualified pension profit- 
sharing and stock bonus plans) and 501(a) (certain trusts) from 


making loans without adequate security to the creator of the 


exempted organizations. 


Depreciation Reform in France by Martin Norr 


For many years France relied on straight-line depreciation as its 
basic system. To this simple structure it then added special pro- 
visions of every kind and variety. This article describes France’s 
experience and poses the question: “Does the United States have 
anything to learn?” 
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What Is “Accumulation Beyond Reasonable Needs" 
of the Business? by Edward N. Delaney 


The accumulated earnings tax provisions have generated consider- 
able litigation over the years; most of it can be attributed to the 
lack of adequate standards for determining the reasonableness of 
the accumulation. This article reviews the decisions involving this 
tax point. The author finds that what results in an unreasonable 
accumulation is the culmination of a series of events. 


Gratuitous Employee Death Benefits by Harry Yohlin 


The conflict here is the difference in treatment under the tax law 
of a gift from that of “compensation.” The government has had 
trouble with this since 1914. During the intervening years com- 
missioners have sought to bolster the revenue by including the 
“gift” within the definition of “income.” The author suggests that 
there is still a possibility that gratuitous employee death benefits 
may escape taxation, but the crucial question is the intention of 
the employer. 


Taxation of United States Citizens Employed 
in Foreign Countries by Richard H. Kalish 


A United States citizen is taxable on income from sources both 
within and without the United States, but under certain conditions 
income earned abroad is exempt from federal taxation either in 
whole or in part. This article discusses this exclusion and its 
conditions. 


Funding Unfunded Plans of Deferred Compensation by Carl L. Bumiller 


This article is a review and a discussion of the legal principle 
underlying Revenue Ruling 60-31. This ruling. acquiesced in the 
Oates ‘case which involved deferring compensation to the years 
after employee's retirement. 


From the Thoughtful Tax Man by Ralph H. Kline 


The Freeport Sulphur case involved capital gains and the “deemed 
paid” tax credit involved in Subsection 902(d). The opinion ex- 
pressed at this point is in regard to the applicability of this decision 
to royalty payments. 


Washington Tax Talk 


Highlights of tax news from Congress and various departments 
and agencies involving taxation. 
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TAX-WISE NEWS 


A NEW TWIST TO “ORDINARY AND 
NECESSARY” business expenses has been added to the definition of 
that much-litigated deduction by two very recent decisions of the 
Tax Court. In both cases the decisions were against the taxpayers. 

The facts in each case were almost identical—a taxpayer corpora- 
tion applied income received from nonshareholder sources to reduce 
the prices charged to its customer-shareholders below the actual cost 
to the taxpayer of the goods and services sold to its shareholders. The 
end result in each case was that the taxpayer had no book profit and 
no apparent taxable income because total income just equalled total 
expenses—or so it seemed. 

3ut the Tax Court decided that the taxpayer in each case did 
have taxable income—exactly equal to the difference between the 
prices paid by the customer-shareholders and the cost of the goods 
and services to the taxpayer. While the result is not “hot” news since 
there was an over-all tax saving to the customer-shareholders and the 
taxpayer in each case, the way the Tax Court arrived at its decision 
is news. 

The Tax Court decided that the taxpayers had made improper 
deductions for ordinary and necessary business expenses—the amount 
of such improper deduction being the difference between “cost” and 
the “price charged.” Whereas two concurring opinions in one case 
argued for an addition to gross income to justify the result, four dis- 
senters in the same case observed that the character of the funds used 
to pay business expenses (the profits and income from nonshareholder 
income) cannot determine whether expenses are “ordinary and neces- 
sary.” The four argued that the taxpayer expended the claimed 
amounts to produce the goods and services and that the majority’s 
reasoning did too much violence to the meaning of “ordinary and 
necessary.”—Anaheim Union Water Company, CCH Dec. 24,738, 35 TC 
—, No. 112; Chicago and Western Indiana Railroad Company, CCH Dec. 
24,758(M), TC Memo. 1961-103. 
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THE DEDUCTIBILITY OF LIVING EX- 
PENSES AS A MEDICAL EXPENSE DEDUCTION received a 
boost from the Third Circuit Court of Appeals (which sits for the 
states of Delaware, New Jersey and Pennsylvania, and the Virgin 
Islands) when that body. upheld the deductibility of Florida apartment 
rentals for a taxpayer who suffered from a heart ailment. There was 
no contention that the trip was taken for pleasure. The Third Circuit 
went a step beyond the Tax Court—which had allowed only a deduc- 
tion of one third of the rentals because the taxpayer was accompanied 
by his wife and daughter—and remanded the case to the Tax Court 
with instructions to allow a full deduction. The appellate court made 
its own finding of fact that there was medical necessity in the presence 
of the taxpayer’s wife and daughter. 


Apart from the importance of the issue, this case had attracted 
wide interest because the Tax Court had reversed itself in a later 
decision on the same issue, Carasso, CCH Dec. 24,376, 34 TC —, No. 
119, but had failed to mention this case. To correct the oversight, the 
Tax Court withdrew its original opinion in Carasso and expressly dis- 
approved its findings in this case in its substituted opinion in Carasso. 
The Third Circuit was apparently unimpressed by the Tax Court’s 
change of heart on the issue. 

The deductibility of such expenses will continue to be a focal 
point of tax interest—the taxpayer in Carasso having appealed to the 
Second Circuit Court of Appeals. An affirmation of the Tax Court in 
Carasso could furnish a basis for an ultimate decision on the issue by 


the Supreme Court.—Bilder, 61-1 ustc § 9367 (CA-3). 


QNCE A LAWYER—ALWAYS A LAW- 
YER, but not always in the Tax Court. An attorney, who had engaged 
in private practice before serving as legal adviser to the Governor of 
the State of Alabama, decided to form a partnership with two other 
lawyers following his resignation from the Governor’s employment. 
The prospective partners, agreeing that a detailed knowledge of federal 
taxation would be advantageous to the new partnership, mutually 
selected the taxpayer to secure that knowledge. 

The expenses which he incurred in pursuing a course of study 
in federal taxation at New York University were disallowed as a 
deduction despite the taxpayer’s argument that he was merely im- 
proving skills which were required in his profession. He pointed out 
that he was authorized to practice law before incurring this expense 
and that he expected to continue to practice. 

But the Tax Court disagreed. He attended these courses for the 
purpose of becoming a partner in the new partnership—a new position 
for him even though he continued to engage in his usual profession, 
law. Under the Commissioner’s regulations expenditures for such 
education are specifically disallowed—Booth III, CCH Dec. 24,763, 
35 TC —, No. 119. 

As proof that no single. profession enjoys an advantage over 
another, the Fourth Circuit Court of Appeals denied similar educa- 
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tional expense deductions to two qualified psychiatrists—their ex- 
penditures were for advanced training in psychoanalysis—Namrow, 
61-1 ustc J 9345 (CA-4). 


AN INTEREST-FREE LOAN of more than 
$2 million did not result in taxable income when made by a con- 
trolled. corporation to the controlling stockholders. The Tax Court 
recently vetoed the Commissioner’s argument that the taxpayers in 
such circumstances should have paid tax on an “economic benefit” 
equivalent to the prime interest rate which the taxpayers would have 
had to pay if they had borrowed the funds from other sources. 


The Tax Court, instead, liked the taxpayers’ argument that it 
made no difference as far as they were concerned. If they had paid 
the interest on the loans as suggested, they would have been allowed 
to make a deduction in the same amount under the Code provisions 
which allow deductions for interest paid. 


One dissent noted, however, that interest is not always deductible. 
Under 1954 Code Section 265(2) interest paid is nondeductible if the 
interest is incurred or continued to buy or to carry obligations on 
which interest (received) is entirely tax-exempt. Since the taxpayers 
in this case did not show that they had not used the money to buy 
“tax-exempt’s,” he would have charged them with the income.— 


Dean, CCH Dec. 24,742, 35 TC —, No. 113. 


HIGH QUALITY AUDITS OF TAX RE- 
TURNS—timely, recurring and wide-ranging—are the bulwark of our 
voluntary compliance system of taxation, according to new Commis- 
sioner Mortimer Caplin. Those remarks were made in the Commis- 
sioner’s first public address since taking office and he emphasized that 
IRS should educate taxpayers that there is nothing wrong in being 
audited. 


Taxpayers—particularly those who may sense a paradox in 
coupling audits with voluntary compliance—may draw solace from the 
Commissioner’s further statement that a broad audit program protects 
the honest taxpayer.—News Release IR No. 373. 


IRS has also released some “Do’s and Don’t’s” to prevent falling 
into the clutches of “tax-quacks” who attempt to victimize both the 
government and the taxpayer, The “Don’t’s” include signing a blank 
return, using an “expert” who urges you to claim dependents or deduc- 
tions you know are improper, and hiring an “expert” who has no 
permanent address. 


The “Do’s” include insisting that refund checks be mailed to you 
(except in unusual circumstances), and having knowledge of or check- 
ing on the ability and honesty of your tax advisor—News Release 
IR No. 373, 
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PENSION PAYMENTS were held by the 
Tax Court to be excludable as “sick pay” by an employee who retired 
before the “customary” retirement age because of ill health. Payments 
were made under the plan—a noncontributory one—to employees with 
15 or more years of service who became incapable of performing their 
duties. Other employees were eligible for payments at either 60 or 
65 years, depending upon length of service. The taxpayer in this case 
became incapacitated and retired at age 58. 


Not only were the payments received up to his sixtieth birthday 
anniversary—the minimum age at which he could have retired in good 
health—held to be subject to the “sick pay” exclusion, but presumably 
all payments received up to his sixty-fifth birthday will be similarly 
treated.. The Court concluded that more employees who were covered 
under the plan retired at age 65 than at age 60. Hence, the taxpayer’s 
“normal” retirement age would have been 65.—Winter, CCH Dec. 
24,776, 36 TC —, No. 2. 


A WIFE'S TRAVEL EXPENSES, incurred 
in accompanying her husband to a convention of his employer’s 
employees, were not deductible as business expenses. Furthermore, 
the reimbursement he received from his employer for her expenses was 
includible in his gross income. The Fifth Circuit Court of Appeals 
(Texas, Louisiana, Mississippi, Alabama, Georgia, Florida and Canal 
Zone), in reversing an Alabama-United States district decision, found 
that her.presence at the business meetings had no business purpose 
from the husband’s viewpoint. 


The court attached little significance to the fact that the presence 
of the taxpayer and his wife—at the company’s expense—was almost 
a command appearance. An employee who failed to make the trip or 
failed to bring his wife would have jeopardized his future. A dissent- 
ing opinion noted that under such circumstances, the taxpayer was 
not a “free” agent; if he made a “free” choice to stay home he would 
probably have been “free” of both his job and his employer.—Thomas, 
61-1 ustc J 9310 (CA-5). 


THE TEMPORARY v. INDEFINITE TEST 
—as to whether an employee on an uncertain assignment (as to 
time) away from his usual abode is “at home” or “away from home” 
—will still be used by the Commissioner. His announcement to that 
effect was prompted by a holding of the Ninth Circuit Court of Appeals 
(Washington, Oregon, Idaho, Montana, California, Nevada, Arizona, 
Alaska, Hawaii, and Guam) that the test was too mechanical to serve 
the purpose of the statute relating to deductions for meals and lodging 
while “away from home” on business. 


There is good news, however, for such workers in the Ninth 
Circuit who cannot “foresee the termination” of their assignments 
within a reasonably short period of time—as the Commissioner’s test 
requires. Such deductions by taxpayers in that circuit are not expected 
to be contested, if the deductions otherwise qualify, although workers 
in other areas will: still have to prove their assignment to another 
location to be “temporary” rather than “indefinite.”—-T. I. R. No. 314, 
April 18, 1961. 
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Forming Multiple Corporations 
By ROBERT J. PALEY 


The author is associated with the law firm of 
Seyfarth, Shaw, Fairweather & Geraldson in Chicago, Illinois. 


N 1959, two decisions were rendered which caused some concern 

from the standpoint of taxation among present business planners. 
Both of these cases, James Realty Company v. U. S.. decided by a federal 
district court in Minnesota and Aldon Homes? which emanated from 
the Tax Court, involved real estate developments which utilized a 
multicorporate form to obtain the tax advantage of multiple surtax 
exemptions. In each case, the court refused to aliow each individual 
corporate entity to obtain a surtax exemption although the district court 
and the Tax Court each based its decision on a different Code section. 
Interestingly enough, the members of the Tax Court were in dis- 
agreement as to which section of the Code prevented the recognition 
of the separate entities for the purpose of obtaining the surtax credit. 
However, the significant feature of the cases is the identical results 
reached by each court denying efficacy to the multiple corporate or- 
ganization. Then, in August of 1960, a Texas district court in Turner- 
Moore No. 22 v. U. S.2 upheld the formation of multiple gas station 
corporations. 


Before attempting to analyze these three decisions, a brief review 
of the development of the law concerning multiple corporations would 
be helpful in understanding what the present law is designed to pre- 
vent, its present effectiveness, and what the government may seek to 
accomplish in the future in the form of remedial legislation. 

* 59-2 ustc { 9660, 176 F. Supp. 306 (DC Minn.), aff'd, 60-2 ustc J 9600, 280 
F, 2d 394 (CA-8), 

* CCH Dec. 23,902, 33 TC 582-(1959). 

*60-2 ustc $9675 (DC Tex.). The most recent decision in this area. is: 
Shaw Construction Company et al., CCH Dec. 24,745, 35 TC —, No. 115. 
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Intent of Congress 
in Granting Surtax Exemption 
and Accumulated Earnings Credit 


The intention of Congress in allow- 
ing corporations to obtain a surtax 
exemption and an accumulated earn- 
ings credit was to facilitate the ex- 
pansion of small business.* However, 
Congress recognized that taxpayers 
were abusing these benefits by. split- 
ting up existing corporations through 
divisive reorganizations to obtain ad- 
ditional credits and exemptions. In 
order to prevent this form of abuse, 
Congress passed legislation in 1951 ° 
which is presently Section 1551 of the 
1954 Internal Revenue Code. In pass- 
ing this legislation which prevents 
corporations from splitting up to ob- 
tain the advantages. of the additional 
surtax exemptions and accumulated 
earnings credit.when a “major pur- 
pose” of such splitups is to obtain 
them, it seems clear that Congress did 
not intend to restrict the expansion 
of existing business through the for- 
mation of new corporations.* However, 
Section 1551 is somewhat restricted 
in its scope for it only applies to cor- 
porations which transfer property to 
(1) corporations formed to receive 
such property or (2) corporations 
which are not. actively engaged in 
business at the time the property is 
received. Thus, the individual tax- 
payer is completely outside the scope 
of Section 1551, notwithstanding the 
fact that his “principal purpose” is to 
obtain the same benefits that corpo- 


* With regard to the accumulated earnings 
credit see H. Rept. 1622, 83d Cong., 2d 
Sess. 71, 72 (1954); Staff of Joint Committee 
on Internal Revenue Taxation, 83d Cong., 
Ist Sess. . With regard to the surtax ex- 
emption, see S. Rept. 781, 82d Cong., Ist 
Sess. 13-15. (1951); 83 Congressional Record 
4926 (1938); 83 Congressional Record 2778 
(1938); S. Rept. 781, 82d Cong., Ist Sess. 
15 (1951); H. Rept. 586, 82d Cong., Ist 
Ses# 23, 24 (1951). 

* Formerly. 15(c) of the 1939 Code. 
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rations are denied due to the applica- 
tion of that section. In addition, 
Section 1551 is inapplicable where a 
corporation transfers money either to 
a newly formed or inactive corpora- 
tion regardless of the purpose of such 
transfer. Generally, the government 
has been successful through the appli- 
cation of Section 1551 in preventing 
taxpayers from obtaining the two tax 
benefits through the method of a di- 
visive reorganization principally due 
to the difficulty in establishing that 
obtaining these benefits was not a 
“major purpose” of the transfer.’ 


It is arguable that Section 1551 is 
inequitable in its treatment of tax- 
payers because it penalizes the taxpayer 
who initially formed one corporation 
housing several phases of his business 
instead of initially forming separate 
entities to handle the different phases 
of his business. An answer to this 
apparent inequality of treatment is 
that once a single corporate entity is 
engaged in several phases of business, 
there is some indication that one sur- 
tax exemption and one accumulation 
credit were sufficient for the operation 
of the business. Therefore, the sub- 
sequent division of the corporation 
into several entities is suspect which 
requires the taxpayer to establish 
that a “major purpose” of the division 
was not to obtain these benefits. How- 
ever, it is clear that the taxpayer who 
wisely plans his business at its incep- 
tion availing of the multiple corporate 
structure to obtain the two resulting 
tax benefits is faced with a far less 


* See Staff of Joint Committee on Internal 
Revenue Taxation, 21, 22 (1951). 


*See, for example, James Realty v. U.-S., 
cited at footnote 1; Coastal. Oil Storage Com- 
pany v. Commissioner, 57-1. ustc { 9518, 242 
F. 2d 396 (CA-4); Theatre Concessions, Inc., 
CCH Dec. 22,824, 29 TC 754 (1958), acq. 
1958-2 CB 8. However, recently the Com- 
missioner has been defeated on the “major 
purpose” test. Truck Terminals, Inc., CCH 
Dec. 24,044, 33 TC 876 (1960); Sno-Frost, 
Inc., CCH Dec. 23,474, 31 TC 1058 (1959). 
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rocky road than one whose original 
business was housed in a single entity 
and who subsequently seeks to divide 
up his business into several entities 
to obtain such benefits. 


The Commissioner of Internal Reve- 
nue presently has four weapons which 
he may utilize to prevent taxpayers 
from improper utilization of the sur- 
tax exemption and the accumulated 
earnings credit through the initial for- 
mation of multiple corporations. These 
weapons are (1) general principles of 
taxation as represented by Higgins v. 
Smith * and Gregory v. Helvering,® (2) 
Section 61, (3) Section 269 and (4) 
Section 482. 


General Principles of Taxation 


A taxpayer who initially designs his 
corporate operation to utilize a num- 
ber of corporate entities must, in 
order to obtain the resulting tax bene- 
fits, establish that the separate corpo- 
rations are not merely shams or tax 
avoidance devices.’®° In other words, 
the courts require that a corporation 
establish some “business purpose” for 
the utilization of the corporate struc- 
ture to attain recognition for tax pur- 
poses."* While it has been stated that 
a taxpayer is under no obligation to 
adopt the form of doing business which 
produces the most tax revenue for the 
government,” the form utilized must 
be a bona fide business entity.*® 


*40-1 ustc J 9160, 308 U. S. 473. 

* 35-1 ustc 7 9043, 293 U. S. 465. 

” See Higgins v. Smith and Gregory v. Hel- 
vering, cited at footnotes 8 and 9, respectively. 
The courts often use both terms inter- 
changeably although technically a “tax avoid- 
ance device” may not necessarily be a sham. 

™See Moline Properties, Inc. v. Commis- 
sioner, 43-1 ustc 9464, 319 U. S. 436. 

“See, for example, case cited at foot- 
note 11; Friedlander Corporation v. Commis- 
sioner, 54-2 ustc $9679, 216° F. 2d 757 
(CA-5); Commissioner v.. Kolb, 38-2 ustc 
§ 9616, 100 F. 2d 920 (CA-9). 


Forming Multiple Corporations 


Intertwined in this “business pur- 
pose” doctrine is the “business ac- 
tivity” test which requires an entity 
to be engaged in some business ac- 
tivity to be entitled to recognition for 
tax purposes.** However, the courts 
have refused to recognize an entity 
where the only real corporate activity 
has been the avoidance of taxes.*® 


In actuality, there seems to be no 
real distinction between the “business 
purpose” doctrine and the “business 
activity” test, for by saying that es- 
caping taxation is not a legitimate 
business activity, in essence, a court 
is saying that since there was no busi- 
ness purpose for the formation of the 
corporate entity, it is not entitled to 
recognition. 


It has been suggested that for recog- 
nition of multiple entities, there should 
be a natural and logical division among 
the various entities as well as a legiti- 
mate business purpose in order to 
establish that tax avoidance was not 
the underlying basis for the division.” 
The “natural and logical division” test 
which has support in the case law 
does run into some difficulty, how- 
ever. For example, while it is quite 
clear that the segregation of a busi- 
ness into retail and wholesale func- 
tions housed in separate corporate 
structures is natural and logical, the 
division of a grocery store into a fruit 
corporation and a vegetable corpora- 


*See Higgins v. Smith and Gregory v. 
Helvering, cited at footnotes 8 and 9, respec- 
tively. 

“See, for example, Paymer v. Commis- 
sioner, 45-2 ustc $9353, 150 F. -2d 334 
(CA-2); National Investors Corporation. v. 
Hoey, 44-2 ustc { 9407, 144 F.2d 466 (CA-2); 
Herbert v. Riddell, 52-1 ustc 79209, 103 F. 
Supp. 369 (DC Cal.). 

* See, for example, Gregory v. Helvering, 
cited at footnote 9, and National Investors 
Corporation v. Hoey, cited at footnote 14. 

* See Taylor, “Problems in the Formation 
and. Use of Multiple Corporations,” 1954 
Tulane Tax Institute 175. 
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tion was stated to be natural and 
logical.** Such a distinction, while very 
favorable to the taxpayer, is neverthe- 
less of little help in clarifying what 
lines should be drawn by taxpayers 
in setting up their businesses. While 
several cases have stressed the natural 
and logical business division test,** 
these cases have involved the division 
of an existing business and not the 
more difficult problem of the initial 
formation of a business into several 
corporate entities. However, it would 
seem that where a taxpayer initially 
forms a number of corporate entities, 
each of which performs a different 
function which may be said to be a 
natural and logical division of a busi- 
ness, the business purpose for the 
separation is established to afford tax 
recognition to ‘the various entities. 
Thus, except in instances where a 
taxpayer forms several corporations 
to engage in. substantially identical 
operations, nonrecognition of the 


multiple entities on the sham or. tax 
avoidance theory cannot be sustained. 


Section 61 


Section 61 has.been relied upon by 
the Commissioner in attempting to 
prevent improper deflection of income 
on the theory that income is attribu- 
table to the one who earns it.”®. _Inher- 
ent in the use of this section, where 
an entity’s claim to have earned the 
income is disallowed, is the aforemen- 
tioned sham theory. . Generally, ‘a 
natural and logical business division 


* Miles-Conley Company, Inc., CCH Dec. 
16,368, 10 TC 754 (1948), acq. 1948-2 CB 3, 
49-1 ustc 7 9245, 173 F. 2d 958 (CA-4). 

*See, for example, Grenada Industries, 
Inc., CCH Dec. 18,468, 17 TC 231 (1951), 
acq. 1952-2 CB .2, 53-1 ustc § 9271, 202 F. 
2d 873 (CA-5); Miles-Conley Company, Inc., 
cited at footnote 17; Buffalo Meter Company, 
CCH Dec. 16,214, 10 TC 83 (1948), acq. 
1948-1 CB 1. 

* Lucas v. Earl, 2 ustc J 496, 281 U. S. 111 
(1930), See, also, Gregory v. Helvering, cited 
at footnote .9. 
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has prevented attribution of all the 
income earned by a number of entities 
to one of them.” However, the ab- 
sence of a natural and logical business 
division has not prevented the recog- 
nition of corporations and partner- 
ships consisting of the stockholders 
of such corporations as separate tax- 
able entities.** 


The most significant case decided 
under this section is Aldon Homes,”* 
decided under the 1939 Code. In this 
case, Aldon Homes, a real estate cor- 
poration, organized sixteen develop- 
ment corporations, transferring several 
lots in a subdivision it owned to each 
development corporation. Each de- 
velopment corporation had its own 
officers, kept its books separately, paid 
its bond interest, was charged with its 
own expenses and maintained its own 
bank account. One or more members 
of the management group which con- 
trolled Aldon Homes Corporation con- 
trolled each development corporation. 
However, none of the development 
corporations had its own separate em- 
ployees and they all operated from the 
same office which handled the books 
of all the corporations. In addition, 
the development was advertised as 
Briar Cliff Estates without mention- 
ing the development corporations by 
name. The Tax Court allocated the 
total income from the development 
corporations to Aldon Homes, holding 
that the development corporations 
were merely shams organized for tax 
benefits only and, therefore, should be 


* Polak’s Frutal Works, Inc., CCH Dec. 
20,218, 21 TC 953 (1954), acq. 1955-1 CB 6; 
Miles-Conley Company, Inc., cited at footnote 
17; Fair Price Stations, Inc., CCH Dec. 
15,189(M), 5 TCM 401. 

*See, for example, Dillard-Waltermire, 
Inc. v. Campbell, Jr., 58-2 ustc J 9550, 255 F. 
2d 433 (CA-5); Friedlander Corporation v. 
Commissioner, cited at footnote 12; Coca Cola 
Bottling Company of Sacramento, Ltd., CCH 
oy 18,450, 17 TC 101 (1951); acq.. 1952-2 

1, 


* Case cited at footnote 2. 
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disregarded. The Court stated that 
the alleged business purposes given 
for the organization of the multiple 
entities impressed it as a lawyer’s 
marshalling of possible business rea- 
sons which might have conceivably 
motivated the adoption of the multiple 
corporate form but, in fact, played no 
part at all in the utilization of the 
multicorporate structure. It was 
further stated that the development 
corporations failed to carry on any 
substantial business activities. and, 
consequently, did not earn the income 
they reported. 


It should be recognized that in 
Aldon Homes, the taxpayer corpora- 
tion divided up its business operation 
into several corporate entities per- 
forming the identical function for 
which the taxpayer was formed. There- 
fore, on the natural and logical divi- 
sion test, the division would appear 
to be unjustified. The Aldon Homes 


fact situation would seem to be cov- 
ered today by Section 1551 and, thus, 


that section would be likely to resolve 
the litigation in favor of the Com- 
missioner. 


The more significant question is the 
effect of the formation of the develop- 
ment corporations by individual tax- 
payers rather than the corporate tax- 
payer. The language in the case is 
clearly broad enough to cover this 
situation, but a real difficulty arises 
due to the possibility that all the in- 
come might be attributed to the tax- 
payers as individuals should all the 
development companies be regarded 
as shams. Such a result would seem 
improper because, clearly, the corpo- 
rate form of doing business was in- 
tended. It is possible that either 


* Reg. Sec. 7701 (a) (3). 

“See H. R. 1079, 78th Cong., 2d Sess. 
53-55. (1944); S. Rept. 627, 78th Cong., Ist 
Sess. 58-60. 

* See S. Rept. 627, at footnote 24. 

* See S. Rept. 1622, 83d Cong., 2d Sess. 
(1954). 
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the entire group of corporations could 
be taxed as an association,”* or one 
corporate entity could be recognized 
as the taxpayer to prevent such a 
harsh result. Nevertheless, this de- 
cision should be a warning to tax- 
payers who form. multiple entities, 
particularly in the real estate develop- 
ment field, where the natural and logi- 
cal division test cannot be satisfied. 


Section 269 


The Commissioner may resort to 
Section 269 to prevent the formation 
of a number of corporations primarily 
to obtain excessive surtax exemptions 
and accumulated earnings credits. The 
legislative history of this section indi- 
cates that its passage was intended 
to facilitate the Commissioner in pre- 
venting non-bona fide business trans- 
actions for tax purposes and to codify 
Higgins v. Smith.* Basically, the 
stimulus to the passage of Section 269 
seems to have been the acquisition of 
loss corporations and the obtaining of 
greater excess profits credits, the pur- 
pose being to give the Commissioner 
greater powers than he had under 
Section 482.75 Subsequent Congres- 
sional concern related to the practice 
of acquiring property with a high 
basis to obtain unwarranted deprecia- 
tion benefits.”® 


Prior to the Coastal Oils decision,?" 
Section 269 was interpreted to apply 
only to benefits claimed by the ac- 
quiring person or corporation.*® How- 
ever, Coastal Oils made it clear that 
tax benefits would be denied to the 
acquired corporation by the Court’s 
disallowance of the surtax exemption 
to a subsidiary corporation because it 
was felt that the “principal purpose” 


* Coastal Owl Storage Company v. Commis- 
sioner, cited at footnote 7. 

*T. V. D. Company, CCH Dec. 22,271, 
27 TC 879 (1957); Alprosa Watch Corpora- 
tion., CCH Dec. 16,559, 11 TC 240 (1948). 
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for the formation of the subsidiary 
was obtaining the exemption.” 


The government’s success in the 
utilization of Section 269 has_ been 
primarily in the area of the acquisition 
of loss corporations *° and only in two 
cases involving multiple corporations 
has the government successfully ap- 
plied the section to disallow the sur- 
tax exemption, the most recent being 
James Realty Company v. U. S.," de- 
cided under the 1939 Code. In this 
case, an individual taxpayer formed 
nine real estate development com- 
panies, one of which was James Realty. 
The taxpayer also owned a construc- 
tion corporation and a sales corpora- 
tion. James Realty purchased some 
lots from the sales corporation and 
also acquired some lots from the tax- 
payer in exchange for its stock. The 
district court, whose decision was af- 
firmed by the Eighth Circuit Court 
of Appeals, in disallowing James 
Realty a surtax exemption, made the 
following observations: 


(1) Acquiring control as used in 
Section 129(a) of the 1939 Code (the 
forerunner of Section 269) includes 
the organization of a new corporation 


* But see British Motor Car Distributors, 
Ltd., CCH Dec. 23,254, 31 TC 437 (1958), 
non-acq. 1959-1 CB 6, where the Court re- 
stated the principle that Section 269 only 
applies to the acquiring corporation. Thus, 
it is unclear whether the view in Coastal 
Oils will be adopted. However, the case 
was reversed on appeal, the court stating 
that Section 269 applies also to the acquired 
corporation, 60-1 ustc § 9417, 278 F. 2d 392 
(CA-9). See James Realty Company, cited 
at footnote 1. 

* See, for example, Mill Ridge Coal Com- 
pany v. Patterson, 59-1 ustc § 9315, 264 F. 
2d 713, cert. den., 361 U: S. 816 (1959); 
Elko Realty Company, CCH Dec. 22,870, 29 
TC 1012 (1958), aff’d, per curiam, 58-2 ustc 
7 9940, 260 F. 2d 949 (CA-3); American 
Pipe & Steel Corporation, v. Commissioner, 
CCH Dec. 21,352, 25 TC 351. (1955), aff’d, 
57-1 ustc § 9590, 243 F. 24.125 (CA-9); cert. 
den., 355 U. S; 906 (1957): 

"Case cited at footnote 1. The other 
case was. Coastal Oil Storage Company v. 
Commissioner, cited at footriote 7. 
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which the taxpayer did in forming 
James Realty. 


(2) Section 129(a) can apply to the 
acquired corporation on the theory 
that the word “benefit” can be the 
antecedent of the word “which” in 
that section.** 


(3) There was no business purpose 
for the formation of James Realty. 


The court indicated that the for- 
mation of James Realty was solely to 
siphon off income, and, as the “prin- 
cipal purpose” of its formation was to 
obtain the surtax exemption, it was 
properly disallowed. In addition, the 
court stated without any discussion 
that the surtax exemption was prop- 
erly disallowed under Section 15(c)** 
of the 1939 Code. Unfortunately, as 
disallowance was proper under 15(c), 
it is not clear that Section 269 would 
be considered as the basis in the dis- 
allowance if the decision were either 
reviewed or alluded to in subsequent 
cases, although this section was in- 
tended to be the basis for the decision. 
However, it is very significant that 
the district court adopted fundamen- 
tally the same thinking which the 
Tax Court utilized in Aldon Homes. 


=“(a) IN GENERAL.—If— 

“(1) any person or persons acquire, or 
acquired on or after October 8, 1940, directly 
or indirectly, control of a corporation, or 

“(2) any corporation acquires, or ac- 
quired on or after October 8, 1940, directly 
or indirectly, property of another corpora- 
tion, not controlled, directly or indirectly, 
immediately before such acquisition, by such 
acquiring corporation or its stockholders, the 
basis of which property, in the hands of the 
acquiring corporation, is determined by ref- 
erence to the basis in the hands of the trans- 
feror corporation, and the principal purpose 
for which such acquisition was made is 
evasion or avoidance of Federal income tax 
by securing the benefit of a deduction, credit, 
or other allowance which such person or 
corporation would not otherwise enjoy, then 
such deduction, credit, or other allowance 
shall not be allowed.” 

* The forerunner of Section 1551. 
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Probably the most significant feature 
of James Realty is the Commissioner’s 
successful application of Section 269, 
notwithstanding the obstacle presented 
by the “principal purpose” test. Prior 
to Coastal Oils and James Realty, this 
test appeared to be an almost insur- 
mountable barrier to the government’s 
success.** However, the question that 
is of real concern today is whether 
the James Realty and Aldon Homes 
decisions are merely a separate com- 
partment of taxation involving real 
estate developments or, rather, if 
broader implications should be drawn 
from them. 


While it is clear that multiple 
entities formed to perform identical 
functions on contiguous land in the 
real estate area is merely a device 
for obtaining tax benefits, what about 
the situation where multiple entities 
formed to engage in the. identical 
business function where there is some 
geographical separation? The Treas- 
ury, as well as the courts, seems to 
recognize a geographical separation 
as sufficient to establish a separate 
business entity.*° However, the pro- 
posed regulations issued under Sec- 
tion 269 give as an illustration of 
transactions indicative of a purpose 
to evade or avoid tax, the organi- 
zation of two or more corporations 
instead of a single corporation in or- 
der to obtain the benefit of multiple 
surtax exemptions or multiple accumu- 
lated earnings credits.** The question 
that is unanswered is whether a geo- 
graphic separation test will be utilized 


“See, for example, Alcorn Wholesale 
Company, CCH Dec, 18,034, 16 TC 75. (1951), 
acq. 1952-1 CB 1; Berland’s Inc. of South 
Bend, CCH Dec. 18,057, 16 TC 182 (1951), 
acq. 1951-2 CB 1; John P. Wagner, CCH 
Dec. 23,036(M), 17 TCM 569 (1958). 
See, also, Dilworth Company. v. Henslee, 
51-2 ustc: $9413, 98 F. Supp. 957 (DC 
Tenn.) where the court indicated that Sec- 
tion 129(a). was inapplicable to a _ sub- 
sidiary. corporation newly formed by a par- 
ent corporation which transferred. property 
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in determining whether each one of 
the multiple entities will be entitled 
to an exemption and credit. 


The most recent decision involving 
multiple entities; Turner-Moore No. 
22 v. U. S.," indicates that the geo- 
graphic separation test will continue 
to be a factor in deciding whether the 
“principal purpose” of forming the 
multiple entities was to avoid taxes. 
In Turner-Moore, the plaintiff, suing 
for a tax refund, was one of 24 gas 
station corporations, each being owned 
50 per cent by Turner and. 50 per 
cent by his wife. The findings of fact 
showed that each corporation oper- 
ated in its particular trade area as a 
separate and distinct enterprise from 
the other 23 corporations. The dis- 
trict court, ruling that the plaintiff 
was entitled to a refund, stated that 
the “principal purpose” of the for- 
mation of each of the 24 corporations 
was: (1) due to a desire on the part 
of the stockholders to limit their 
present and future personal liabili- 
ties; (2) to protect the assets of each 
corporation from the liabilities of the 
other corporations; and (3) to pro- 
tect the businesses against possible 
losses in gas wars. The court found 
that the creation of the multiple cor- 
porate structure was motivated by 
real business purposes and not for the 
avoidance or evasion of federal taxes. 
Judge Fisher’s opinion contains -no 
references to either Aldon Homes or 
James Realty and, therefore, one can- 
not get any definite indication of 
what distinctions may be controlling. 
However, due to the finding by the 


to such subsidiary. This. decision elicited 
Congressional response in the form of Sec- 
tion 15(c), now 1551. 

* See, for example, Beriand’s Inc. of South 
Bend, cited at footnote 34. See also Treas. 
Regs. 1.355-1(d), examples 8 and 10, where 
the government recognizes a geographic sepa- 
ration as sufficient to establish separate 
trades or businesses. 

* Proposed Reg. Sec. 1.269-3(b) (2). 

"Cited at footnote 3. 





court that each corporation operated 
in its particular trade area which was 
apparently a significant factor in the 
case, the geographic separation test 
seems to be implicit in the decision. 


While the Commissioner’s proposed 
regulations indicate that he will ac- 
tively seek to prohibit unwarranted 
tax advantages through multiple cor- 
porate formation through the utili- 
zation of Section 269, the difficulties 
attendant with the “principal pur- 
pose” test along with the apparent 
judicial recognition of the “geographic 
separation” test seems to lead to the 
conclusion that Section 269’s bite will 
be limited to the real estate area and 
similar businesses performing princi- 
pally the same business functions 
where a. geographic separation is 
lacking. 


Section 482 


The Commissioner may finally apply 
Section 482 in attempting to control 
the improper: utilization of multiple 
corporate entities for tax purposes. 
The basic thrust of the section from 
its initial form to its present status 
has been to require arm’s-length 
transactions. between related persons 
and entities.** The original forerunner 
of Section 482, Section 240(d) of the 
Revenue Act of 1921, was aimed at 
the artificial shifting of profits among 





*See generally Holzman, “Arm’s Length 
Transactions and Section 45” 25: Taxes 389 
(1949); Swartz “Transactions Between Re- 
lated Taxpayers” 26 Taxes 941 (1948). 
*See S. Rept. 275, 67th. Cong., 1st: Sess. 
12, 20 (1921). 
“” See S. Rept. 960, 70th. Cong., Ist Sess. 14 


(1928); H. R. 2, 
(1928). 

“G. U. R. Company v. Commissioner, 41-1 
ustc 9194, 117 F. 2d-187 (CA-7); Asiatic 
Petroleum Company, Ltd., CCH Dec. 8868, 
31 BTA 1152 (1935), aff’d 35-2 uste 
{ 9547, 79 F. 2d 234 (CA-10), cert. den., 296 
U. S: 645 (1935) 

“For an allocation of income, see for 
example, Grenada Industries, Inc., cited at 
footnote 18, cert. den., 346 U. S. 819 (1953); 
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related trades or businesses and the 
Commissioner was given the power 
to consolidate the accounts of such 
related trades or businesses owned 
or controlled by the same interests.*® 
This initial provision was broadened 
through the passage of Section 45 of 
the 1939 Code by dropping the related 
trades or businesses requirement.* 
However, thus far, Congress has ap- 
parently never considered the prob- 
lem of the formation of multiple 
corporations to obtain the surtax ex- 
emption and accumulation credit in 
its discussion of Section 482 or its 
earlier counterparts. 


Section 482 has been employed quite 
frequently to prevent artificial shift- 
ing of profits and losses ** and to allo- 
cate income and deductions between 
related entities.*? Until quite recently, 
it has been ineffective to prevent the 
recognition of multiple corporate en- 
tities, despite the fact that they en- 
gage in the same business.** However, 
in Advance Machinery Exchange v. 
Commissioner,** the court allocated all 
the income to one of three corpora- 
tions, all owned by the same interests 
and engaged in the same business. 
While it seems clear that there was 
no logical and reasonable business 
division to sustain the independent 
existence of the separate corporations, 
the significant feature of the decision 


Hugh Smith, Inc., 8 TC 660. (1947), aff'd. 
per. curiam, 173 F. 2d 224 (CA-6 1949); 
Birmingham Ice & Cold Storage Company 
v. Davis, 40-1 ustc 79485, 112 F. 2d 453 
(CA-5). For an allocation of deductions, see, 
for example, Central Cuba Sugar Company v. 
Commissioner, 52-2 ustc J 9390, 198 F. 2d 214 
(CA-2), cert. den, 344 U. S: 874 (1952); 
Glenmore Distilleries Company, Inc.,. CCH 
Dec. 12,569, 47 BTA 213 (1942), acq. 1942-2 
CB 8. 

“See, for.example, Birmingham Ice & 
Cold Storage Company, cited at footnote 42; 
Briggs Killian Company, CCH Dec: 10,865, 
40 BTA 895 (1939), acq: 1940-1 CB 1. 

“52-1 ustc { 66,036, 196 F. 2d. 1006 
(CA-2), cert. den., 344 U. S. 835 (1952). 
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was the disregarding of two corporate 
entities for tax purposes. The Court 
emphatically denied that the decision 
was an improper consolidation of in- 
come but, rather, emphasized that there 
was merely an allocation of income 
to the appropriate entity stating that 
were this allocation disallowed on the 
basis of improper consolidation, the 
most flagrant form of tax avoidance 
would be available. 


Subsequent decisions followed the 
lead of Advance Machinery,* the most 
notable of which is Aldon Homes in 
which the concurring opinion alluded 
to Advance Machinery in applying 
Section 482 to allocate all the income 
to one of the multiple corporations. 
Of course, the results attained in 
Advance Machinery and Aldon Homes 
effectively curtail the tax benefits 
connected with multiple corporate 
operations as there is only one corpo- 
ration which can avail itself of the 
accumulated earnings credit and the 
surtax exemption. Thus, Section 482 
has been interpreted to have an ad- 
ditional “kick” by Aldon Homes and 
Advance Machinery, and although 
Advance Machinery has not been com- 
pletely approved by the courts con- 
cerning the application of Section 482 
to reach the result in that case,** the 
better reasoning would support its 
application. Of particular significance 
is Advance Machinery where the cor- 
porations involved were selling ma- 
chinery rather than engaging in real 





* Aldon Homes, cited at footnote 2; Alpha 
Tank & Sheet Metal. Manufacturing Com- 
pany v. U. S., 53-2 uste 7 9657, 116 F. Supp. 
Fan’ tue GLY. 

“See Commissioner. v. Chelsea Products, 
Inc., 52-2 ustc J 9370, 197 F. 2d 620 (CA-3). 

“ Proposed Reg. Sec. 1.482-1(a) (3). 

*See Denning & Company v. Commis- 
sioner, 50-1 ustc $9180, 180 F. 2d 288 
(CA-10). 

“See, for example, Friedlander Corpora- 
tion, cited at footnote 12, CCH Dec. 21,288, 
25 TC 70 (1955), acq. on remand 1956-1 
CB 3; Stevens Brothers & Miller-Hutchison 
Company, CCH Dec. 21,205, 24 TC 953 
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estate development, which indicates 
that not only the real estate field will 
be subject to close scrutiny. How- 
ever, it should be recognized that in 
Advance Machinery, there was no geo- 
graphic separation as each corpora- 
tion operated from the same office 
and there was no showing that each 
entity was responsible for a separate 
sales area which makes the entire 
corporate arrangement very similar to 
the real estate development cases. 


Presently, the phrase used in Sec- 
tion 482, “controlled directly or indi- 
rectly by the same interests,” is yet 
unclear. The proposed regulations 
broadly interpret this to encompass 
any kind of control, whether or not 
such control is legally enforceable, 
stating that the reality of control is 
decisive and not its form or exercise.* 
While one decision seems to indicate 
the broad interpretation promulgated by 
the regulations will not be followed,* 
there have not been a sufficient num- 
ber of cases interpreting this phrase 
to come to any definite conclusions.“ 
Another question which is as yet un- 
answered is whether the attribution 
rules will be utilized in the applica- 
tion of the section. While there is 
no indication in the section that they 
should be applied to determine if the 
requisite control exists, their appli- 
cation would not appear to be im- 
proper in keeping with the purpose 
of Section 482 to curtail tax avoid- 
ance.®° However, it is probable that 





(1956), 
Latex 


acq. 1956-1 CB 5; L. E. Shunk 
Products, Inc., CCH .Dec.. 19,174, 18 
TC: 940 (1952), non-acq. 1953-1 CB 7; 
Cedar Valley Distillery, Inc., CCH Dec. 
18,245, 16 TC. 870 (1951), acq. 1951-2 CB 
2; Lake Erie & Pittsburgh Railway Com- 
pany, CCH Dec. 14,707, 5 TC 558 (1945), 
acq. 1945 CB 5; all discussing the control 
requirement. However, in the ordinary 
multiple corporate operation, the control 
element would not likely. be an important 
factor in the decision. 

”See Anderson, “Income and Expense 
Reallocation, Section 482” 1958 Southern 
(Continued on following page) 
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some evidence of control in addition 
to the mere attribution of ownership 
will be necessary to cause the section 
to be applied, although attribution of 
ownership may be used to establish a 
prima-facie case for the Commissioner. 


Denial of the surtax exemption and 
the accumulation credit would seem- 
ingly only result when an entity is in 
effect ignored by allocating the entire 
income to one corporation. Attempt- 
ing to deny any corporation the sur- 
tax exemption or the accumulated 
earnings credit and yet recognizing 
the corporation as having earned in- 
come would seem to be, in effect, 
disallowing the credit or exemption 
which is apparently unauthorized un- 
der the language of the section: as 
none of the words used—“allocate,” 
“apportion” and “distribute’”—really 
contemplate denial.™ 


Other Possible Legislative Remedies 


Because Congress. never intended 
the surtax exemption and accumu- 
lated earnings credit to be abused 
by forming a number of corporations, 
the House of Representatives in 1951 
proposed that controlled corporations 
be limited to one. surtax exemption 
among all the members of the con- 
trolled group.®? Controlled corporate 
groups were broken down into two 
basic categories: 





(Footnote 50 continued ) 

California Tax Institute 343. A strong argu- 
ment against the use of the attribution rules 
may be made on the basis that had Con- 
gress intended their use, it would have 
specifically authorized their application. 

* Of course, to the extent most of the 
income or deductions are attributed to one 
corporation, the benefit. of the surtax ex- 
emption or accumulated earnings credit 
can be reduced. For example, if three 
corporations each claim to have earned 
25,000,, and, on a reallocation of income, 
one corporation is attributed with $60,000 
of the income, $35,000 would be taxed at 
the higher 52 per cent rate where, if: the 
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(1) Corporations which are encom- 
passed within the definition of affili- 
ated groups within the meaning of 
Section 1504(a) ; 


(2). Two or more corporations with 
at least 95. per cent of the voting 
stock of each owned directly or indi- 
rectly by or for not. more than five 
individuals, each of whom owned sub- 
stantially the same proportion of the 
voting power in any one of the corpo- 
rations in the group as he owned in 
each of the other corporations. 


In the House provision, the attri- 
bution rules were used to determine 
the ownership of the stock for the 
purposes of ascertaining whether the 
requisite control was present. How- 
ever, the Senate rejected the House 
proposal stating that Sections 269 and 
482 afforded the government ample 
protection where the “principal pur- 
pose” of corporate formation was tax 
avoidance.** The Senate also indicated 
that the bill was too broad and, if 
enacted, might result in substantial 
injury to many businesses whose 
corporate organization was not moti- 
vated by tax avoidance. 


Others have expressed concern over 
the distortion of the purpose to stimu- 
late small business which has occurred 
through the utilization of the multi- 
ple corporate structure,** the most 
notable and important to present tax- 





original claim had _ been. allowed, _ there 
would be no tax at the 52 per cent rate. 

™ See H. Rept. 586, 82d Cong., Ist Sess. 
23, 24 (1951) where the House felt there 
was a. great deal of artificial splitting-up 
of corporations to gain tax advantages. 
It was estimated that the bill’s passage 
would increase revenues by $55 million 
annually. See, also, H. Rept. 586, 82d Cong., 
Ist Sess. 72 (1951) for the complete proposal. 

* See S. Rept: 781, 82d Cong., Ist Sess. 
68, 69 (1951). 

“See A. L. IL, “Federal Income Tax 
Statute,” Tentative Draft 7, 356 (1952); 
Comment: 44 Minnesota Law Review 485 
(1960); see work cited at footnote 50. 
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payers being Professor Stanley Sur- 
rey, formerly of Harvard and recently 
appointed as Assistant Secretary on 
Taxation of the Treasury in Presi- 
dent Kennedy’s administration. Sur- 
rey’s proposal ** was very similar to 
the rejected House bill, although he 
would also limit the controlled groups 
to one accumulated earnings credit 
as well as the one surtax exemption, 
His proposal breaks down controlled 
corporations in the same two cate- 
gories the House proposed. However, 
he would require only 80 per cent of 
each corporation’s common stock be 
owned by not more than five indi- 
viduals in substantially the same 
proportion, taking into account re- 
ciprocal stock ownership arrangements 
and attribution rules. He would further 
require that the business activities of 
the corporations be conducted in an 
integrated manner. He suggests that 
evidence of the integration of business 
activities would be common manage- 
ment, sources of supply and facilities, 
presence of substantial intercorpo- 
rate dealings such as mutual financing 
and credit arrangements, nature of 
activities as substantially a unitary 
trade or a business, and other similar 
factors. Professor Surrey’s proposal 
would eliminate the 2 per cent addi- 
tional tax for the privilege of filing 
a consolidated return along with the 
elimination of the tax on intercorpo- 
rate dividends in the present affiliated 
corporate group situation regardless 
of whether a consolidated return. is 
filed for such group. Surrey’s basic 
thesis is that the realities of the situ- 
ation should be determinative, giving 
particular emphasis on business pur- 
pose and tax avoidance. 


Since the Kennedy administration 
has expressed an intention to tighten 


up existing tax loopholes, Professor 
Surrey’s views on the multiple corpo- 


rate problem are of particular signifi- 
cance. Taxpayers should watch very 
carefully for developments in this area 
as Surrey’s influence may be felt in 
future legislation which may be simi- 
lar to either his own proposal or the 
rejected House bill of 1951: The possi- 
bility of new legislation may be en- 
hanced due to the government’s lack 
of success outside of the real. estate 
development field in limiting the tax 
benefits from the initial formation of 
multiple corporate entities. 


What the Law Should Be 


While the surtax exemption and 
accumulated earnings credit reflect a 
Congressional policy to aid in the de- 
velopment of small incorporated busi- 
ness enterprises, the decisive question 
is whether this policy is being frus- 
trated through the formation of multi- 
ple corporations. It would seem that 
where there existed a true business 
diversification, or in. other words, 
reasonable and logical business sepa- 
rations, the adoption of the multiple 
corporate form of doing business would 
not frustrate the basic policy to aid 
small business through the applicable 
tax benefits. However, where there 
is no such separation, but, rather, a 
number of entities performing identi- 
cal or nearly identical functions, allow- 
ance of the tax benefits to aid small 
business seems inconsistent with the 
purpose for these benefits and, thus, 
these benefits should be disallowed. 


Today, the geographic separation 
test is implicit in the court decisions 
and the Commissioner’s regulations 
for determining the separate exist- 
ence of a business entity. Thus, the 
individual who incorporates 15 retail 
stores in separate cities or states should 
be able to avail himself of the result- 
ing tax benefits while the real estate 








® See Surrey, “Tax Problems of Corpora- 
tions and Stockholders,” 14 Tax Law Re- 
view, 1 at p. 37 (1958). 
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dealer is denied those very same bene- 
fits because of the contiguity of one 
real estate development corporation 
to the other. This result is arguably 
unjustified in view of the avowed pur- 
pose of the surtax exemption and. ac- 
cumulated earnings credit, although 
a possible justification may lie in the 
possibility of a growth of one or more 
retail outlets which does not exist in 
the housing development situation. 
However, the existence of several cor- 
porations performing the same func- 
tion though geographically separated, 
notwithstanding the nontax motives 
for the separations, does not lead to 
the conclusion that each corporation 
should be allowed a surtax exemp- 
tion and accumulated earnings credit. 

Therefore, it is suggested that the 
geographic separation’ test be aban- 
doned due to the fact that geographic 
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separation does not seem to decide 
the ultimate question of whether the 
benefits availed of were intended. 
Rather, the reasonable and logical 
business separation test should be 
adopted in the setting of closely held 
corporations to determine whether the 
tax benefit should be allowed. The 
fact that multiple corporations hous- 
ing different businesses are owned or 
controlled directly or indirectly by 
the same interests should not prevent 
each corporation from availing itself 
of the surtax exemption and accumu- 
lated earnings credit. In such a situ- 
ation, there would be no infringement 
of the integrity of the surtax exemp- 
tion and accumulated earnings credit 
as each different business would have 
possibilities of expansion as contem- 
plated by these tax benefits. 

[The End] 


Signs are beginning to appear that the gasoline tax 1s 
hurting by affecting the type of car we drive, according to 
the Empire Trust Letter. 

One of the most conspicuous signs that the taxes on 
gasoline are pinching today is the growing use of smaller, 
so-called compact cars which use less gasoline than standard 
models. In 1960, compacts accounted for more than one of 
every four new-car sales, and are now fast approaching one 
out of three. Three years ago, compacts (then most all foreign 
made) were one of 20 sold. 

M. C.: Patterson, Dodge general manager, estimates that 
35 per cent of 1961 new-car sales will be compacts. The past 
president of the National Automobile Dealers Association, 
sirkett Williams feels that the figures will be closer to 50 
per cent. George Romney, president of American Motors, 
predicts. that by 1963 compacts will outsell standard-size 
models two to one. 

Still another sign that the tax on gasoline is hurting came 
in 1960 when some states announced that the revenue from 
gasoline taxes for the year would be less than expected. 

In. 1960, federal and state governments were collecting 
gasoline taxes at astronomical’ rates: 





In 1 second $182 
In 1 minute $10,920 
In 1 hour _.. «. $655,200 
In 1 day .. . $15,724,800 
In.1 year $5,740,000,000 
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Adequate Security 
Under Section 503(c)(1) 


By B. L. GRAUBART 


Mr.Graubart is assistant treasurer for 
California Eastern Aviation, Inc., Washington, D. C. 


ECTION 503(c)(1) prohibits an organization entitled to exemp- 

tion under Section 401(a) and 501(a) from the federal tax on 
income, to lend any part of its income or corpus without the receipt 
of adequate security and a reasonable rate of interest to the creator 
of such organization (if a trust) ; a person who has made a substantial 
contribution to such organization ; a member of the family of an indi- 
vidual who is the creator of such trust, or who has made a substantial 
contribution to such organization; or a corporation controlled by such 
creator or person through the ownership, directly or indirectly, of 
50 per cent or more of the total combined voting power of all classes 
of stock entitled to vote or 50 per'cent or more of the total value of 
shares of all classes of stock of the corporation. 

In view of this section, what constitutes adequate security in the 
minds of the Internal Revenue Service and are its views correct? 
Regulations Section 1.503(c)(1)(b) (1); defines adequate security as 
something in addition to and supporting a promise to pay which is so 
pledged to the organization that it may be sold, foreclosed. upon or 
otherwise disposed of in default of repayment of the loan. The value 
and liquidity of the security is such that it may reasonably be antici- 
pated that loss of principal or interest will not result from the loan. 
Adequate security includes: 

(1) Mortgages or liens on property. 


(2) Accommodation endorsements of those financially capable of 
meeting the indebtedness. 

(3) Stock and/or security issued by corporations other than the 
borrower. 


(4) Evidences of indebtedness of borrower which provides for 
security that may be sold, foreclosed upon or otherwise disposed of in 
default of repayment. 
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However, the. stock of the creator 
is not. adequate security within the 
meaning of Section 503. 


Public Law 85-866, the Technical 
Amendments Act. of 1958, amended 
Section 503 of the 1954 Code by add- 
ing subsections (h) and (i). 


Subsection (h)- provides that the 
acquisition by an employee trust de- 
scribed in Section 401(a) of the 1954 
Code of a bond, debenture, note or 
certificate of other evidence of in- 
debtedness of its creator, etc., would 
not be considered a loan made with- 
out the receipt of adequate security 
if all the following provisions are met: 


(1) The obligation was acquired 
(a) on .the market at the basis of the 
prevailing price on an- exchange regis- 
tered with the SEC, or if not traded 
on an exchange, any price between 
independently quoted bid-and-asked 
prices, or (b) from an underwriter at 
a price not more than the price: at 
which the majority of the issue was 
acquired by independent outsiders 
and which is not in excess of a public 
offering price’ as set forth in the 
prospectus filed with the SEC or 
(c) directly from issuer at a price, 
or less than that price, paid currently 
by substantially independent purchasers 
of the same issue. 


(2) Immediately after the acquisi- 
tion of said obligations, the trust 
owned less than the 25 per cent of 
the total issue outstanding and at least 
50 per cent of such issue is held by 
independent persons. 


(3) Immediately after acquisition 
of the obligation, not more than 25 
per cent of the assets of the trust is 
invested in all obligations of all per- 
sons described in Section 503(c), in- 
cluding obligations made. with the 
receipt of adequate security and a rea- 
sonable rate of interest. 


This section thus provides that a 
trust may invest a portion of its funds 
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held for investment in the unsecured 
obligations of its creator without the 
receipt of adequate security, provid- 
ing over 50 per cent of said obligations 
of the creator are held by independent 
third ‘parties. 


This 1958 act also provided through 
subsection (i) that a 401(a) trust can 
make a nonsecured loan to an em- 
ployer, bearing a reasonable rate of 
interest, not a prohibited transaction 
if the following conditions are met: 


(1) The employer is prohibited as 
using as collateral one or more classes 
of assets which comprise over 50 per 
cent of the employer’s assets. 


(2) A trustee independent of the 
employer approves the loan in writ- 
ing as being consistent with the exemp- 
tion. purposes of the trust, and no 
prior trustee refused to give such ap- 
proval (if there is more than one 
independent trustee, approval must 
be by the majority of such independent 
trustees). 


(3) Such loans do not exceed 25 
per cent of the value of the assets of 
the trust. 


This section thus provides that a 
creator who is restricted from pledg- 
ing certain portions of its assets due 
to outside restrictions may borrow 
from said trust a small portion of the 
trustee’s assets, provided independent 
trustees state in writing that the loan 
is in accord with the purposes of the 
trust. 


An employee trust may lose its tax- 
exempt status for two principal reasons : 


(1) It is not being carried on for 
the exclusive benefit of the employees. 


(2) It is engaged in some activity 
which, ostensibly for the exclusive 
benefit of the employees, runs afoul 
of the requirements of Section 501(a) 
of the Internal Revenue Code (such 
as making a loan to a creator without 
adequate security). 
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Among the causes of tax tension 
none is more important than 

an unfair distribution of the tax 
burden. Unfairness takes many 
forms, but the most noticeable 

is failure to treat equally 

those who are equal in all 

respects relevant to this tax. 
—Carl S. Shoup, ‘‘Tax Tension and 
the British Fiscal System," 

National Tax Journal, March, 1961. 


There has been very little written 
on what constitutes ‘adequate security.” 
In the New York Institute 1956 pro- 
ceedings, it was stated that “the ascer- 
tainment of what a banking institution 
would consider to be adequate security 
and reasonable interest for the loan 
involved should be considered ade- 
quate security for Internal Revenue 
Service purposes.” 


In Rev. Proc. 56-33, 1956-2 CB 1394, 
it was stated that the national office 
will pass upon the adequacy of security 
invoiving any combination of the 
following: 

(1) A surety bond (issued by a re- 
liable surety company that has been 
approved under state law). 


(2) An assignment of an insurance 
contract having a cash surrender value 
sufficient to cover loan, interest and 
the costs of collection, if necessary. 


(3) First-mortgage real estate notes 
of an amount not in excess of 50 per 
cent of the assessed value for local 
tax purposes. 


(4) Collateral represented by securi- 
ties listed on a recognized exchange 
of an aggregate value equal to twice 
the amount of the loan. 

It appears that the intent of the 
Internal Revenue Service is to recog- 
nize the above-mentioned items as 
adequate security involving a trans- 
action with the creator. 

In Rev. Rul. 46, 1953-1 CB 287, the 
government stated that it is all right 
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if the trust invests in securities of the 
employer provided these investments 
or transactions would yield income to 
the trust higher than normally ex- 
pected—thus, in effect, giving higher 
contributions to the trust. 

In Rev. Rul. 57-163, 1957-1 CB 128, 
it was stated that while investment 
of trust funds must be for the exclu- 
sive benefit of the employees, if local 
law and the trust instrument permit 
and if it is consistent with the pur- 
pose of benefiting employees, invest- 
ments in stock and securities of the 
employer are not precluded unless 
they constitute a prohibited transac- 
tion under Section 503. 


Revenue Ruling 58-526, 1958-2 CB 
269, stated that investment by a pen- 
sion trust in the unsecured debentures 
of the parent company of the employer 
corporation is not a prohibited trans- 
action under 503(c). It stated that 
the exempt trust forming a part of an 
employer’s qualified pension plan of 
a subsidiary corporation shall not be 
considered as engaging in a prohibited 
transaction merely because trust funds 
are invested in debentures of the 
parent company which, although not 
secured by the pledge of any collateral, 
are subject to the usual provisions 
with respect to default of either prin- 
cipal and interest ordinarily set forth 
in an indenture under which corporate 
debentures are issued. The parent 
company issued the debentures and, 
therefore, is not controlled by the 
subsidiary company which established 
the trust, nor is the creator of the trust. 


In H. S. Davis Company v. Kava- 
nagh, 191 F. 2d 831, the court stated 
that the mere purchase of stock does 
not indicate any prohibited diversion. 
The Securities and Exchange Com- 
mission stated that as of the end of 
1954 one out of six pension plans car- 
ried investments in the stock of the 
employer, 
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Careful review indicates that where 
the trust indentures and local law 
permit, a trust can invest in the stock 
and unsecured securities of the em- 
ployer, but that if it accepts such stock 
or unsecured securities, as collateral, 
it probably would be considered a 
prohibited transaction under Section 
503. It is therefore recommended that 
adequate security under. Section 503 
be amended to read as follows: 


Adequate security for a loan to the 
employer or to any of the people or 
companies prohibited under Section 
503 shall consist. of. any s¢curity in- 
cluding stock or unsecured obliga- 
tions of the employer, which security 
is marketable and negotiable and con- 


sists in dollar value of an amount 
equal to twice the amount of the loan, 
and an amount that would be 1% 
times the amount of the loan together 
with accrued interest and the cost to 
dispose of such security. 

In my mind, the placing of a definite 
value on the adequacy of the security 
would enable trusts under Section 401 
and exempt organizations under Sec- 
tion 501 to plan their investment opera- 
tions practically and allow them to 
invest their money for the benefit of 
the employees in secure obligations 
at a higher rate of return than they 
would normally be able to acquire on 
the open market. [The End] 


“My attorney requested prompt assessment under Section 6501 without 
checking with me. Somebody in my office forgot to file the return."’ 
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Depreciation Reform in France 
By MARTIN NORR 


Martin Norr is a member of the staff of the International Program in 
Taxation, Harvard Law School, and an editor of its World 

Tax Series. He is the author, with Frank J. Duffy and Harry Sterner, 
of Taxation in Sweden, and is now in charge of work on forthcoming 
volumes on Taxation in France and Taxation in Belgium. 

Mr. Norr is indebted both to the Harvard Law School for permission 
to make use of material gathered by him in the course of work on 
the French volume, and to Frank E. A. Sander, assistant 

professor of law, Harvard Law School, for stimulating suggestions. 


M ODERNIZATION AND ADAPTATION to the Common Market 
—-these parallel aims are leaving their mark on many areas 
of French law and industry. Necessarily, the winds of change are 
affecting the tax system of “the new France.” In a major example 
of the process, France’s 1959 tax reform? involved, among other 
things, a thorough overhauling of French depreciation rules, designed 
to accelerate the modernization of French industry and to. bring 
French tax rules more nearly into line with those of her Common 
Market competitors. For many years France relied on straight-line 
depreciation as its basic system. To this simple structure it then 
added special provisions of every kind and variety, many of them 
designed as tax incentives. 

The lawyer, accountant or economist interested in depreciation 
and its possible permutations and combinations can hardly overlook 
France; few countries could have used.a more comprehensive armory 
of different techniques at the same time. France’s depreciation rules 
indeed amount to a fascinating display of tax virtuosity, illustrating 
France’s function as a tax pioneer.? To add to the interest of France’s 
depreciation devices, they were coupled with other rules: of special 
interest to the United States in today’s circumstances. 

There was a system of revaluation allowing recalculation of 
the book value of capital assets to take account of inflation; this, 
in turn, permitted depreciation to be calculated on the basis of the 








* Loi No. 59-1472, 28 December 1959, 
* Professor Shoup has stressed the “leading role” of France as a tax innovator, 
citing the process by which a “continuing ferment.of improvisation now and 
then gives rise to an invention of the first order.” -Shoup,. “Taxation in France,” 
8 National Tax Journal 325, 328 ‘1955). Nortcliffe, in his excellent new survey, 
Common Market Fiscal Systems, p. 88, similarly remarks on the fact that France, 


‘ 


‘supposedly the home of fiscal disorder,” has in fact developed some “of the 
most valuable taxing practices of this century.” 
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new value. There was also a “roll- 
over” provision allowing income ‘tax 
on gains from. the sale of depreciable 
and other capital assets to be deferred 
if the sales proceeds were reinvested 
in other capital assets. 

The 1959. tax reform law swept 
away much, but not all, of this struc- 
ture. The. reform replaced the old 
depreciation system with a modern 
declining-balance system, modeled on 
the German system but not very 
different from declining-balance de- 
preciation under the 1954 revision of 
our Internal Revenue Code, Section 
167(b)(2). But until January 1, 1965, 
French taxpayers have an option to 
use either the old system or the new. 
The choice once made is irrevocable 
until the new system becomes com- 
pulsory for all taxpayers in 1965. For 
many taxpayers this need to choose 
between the new and old systems in- 
volves a delicate calculation of fiscal 
advantage over the next few years. 
With United States investment in 
French industry reaching record highs, 
and with depreciation reform again in 
the air in the United States,’ both the 
old and the new French systems de- 
serve description. 


Depreciation Before Tax Reform 
The French Tax Code specifically 


recognizes depreciation as a deduc- 
tion, designed to permit the recovery 
of the cost involved in the utilization 
of fixed assets.* In general, the tax- 
payer may deduct for tax purposes 
the amount of depreciation claimed 
on his books for accounting purposes, 





*For an admirable analysis of current 
problems, see Yellon, “Depreciation Devel- 
opments in Congress and the Courts,” 38 
Taxes 952 (December, 1960), cited herein 
as “Yellon.” 

*In principle. only original cost may be 
recovered. The impact of France’s revalua- 
tion procedures to take account of inflation 
is discussed below. 
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provided that this does not exceed 
limits determined “in accordance with 
the usages of each kind of industry, 
commerce or business.” Straight-line 
depreciation was the normal usage of 
industry, and, hence, the normal method 
for tax purposes. Under this system, 
depreciation deductions averaged per- 
haps 5 per cent a year for industrial 
buildings ; 10 per cent, sometimes 15, 
for machinery. 


Depreciation by Industry Agreement © 


The. basic rule that depreciation is 
based on industry usage has, in turn, 
resulted in agreements between the 
tax authorities and particular indus- 
tries which in effect fix the industry’s 
usages. Paris taxicabs, for example, 
may be depreciated on this basis un- 
der an-agreement with a trade associ- 
ation: first year, 30 per cent of cost; 
second and third years, 20 per cent of 
cost each year; fourth and following 
years, 10 per cent of undepreciated 
balance. More important agreements 
apply to such industries as engineer- 
ing arid aviation manufacturing. 


Steel and Coal: 
Output Depreciation 


But perhaps the major example of 
a special depreciation arrangement is 
the one worked out with the steel, 
iron and coal industry in 1952 in an 
effort. to improve France’s competi- 
tive position and to aid her adaptation 
to the European Coal and Steel Com- 
munity.’ The government concluded 


* The tax problems raised by the Euro- 
pean Steel and Coal Community served as 
a sample of the problems which are becom- 
ing increasingly important with the devel- 
opment of the Common Market.in Europe. 
Some of the tax factors involved in ensuring 
“fair competitive conditions,” especially in 
the area of indirect taxes, are discussed in 
“French Versus German Steel,” 167 Economist 
312 (1953), I Freund-Sutherland-Howe- 
Brown, Constitutional Law, 610. 
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that increasing international compe- 
tition was forcing steel and coal com- 
panies to increase production rates 
and to replace installations at shorter 
intervals; this in turn required changes 
in the industry’s. depreciation prac- 
tices. The new depreciation arrange- 
ment, first announced as temporary, 
soon became permanent. , Under it, 
the normal depreciation amount cal- 
culated in the ordinary way becomes 
the minimum depreciation deduction 
for steel, coal and iron companies. 
The maximum deduction is a percent- 
age of gross sales (indirect taxes. ex- 
cluded), with the percentage varying 
from product to product: 8 per cent 
of Bessemer steel sales, 20 per cent 
of iron ore sales, 4 per cent of ferro- 
manganese sales,.and so on. The 
difference between maximum and 
minimum is an optional deduction; if 
the ordinary depreciation deduction 
for a firm is 1,000,000 francs, but the 
percentage-of-output method gives a 
figure of 1,300,000 francs, the firm has 
an option to take the difference of 
300,000 francs as an additional tax 
deduction, applying it to any depreci- 
able assets it owns. If it prefers, the 
firm may defer the additional deduc- 
tion to.a later year. This rule, com- 
bined with some of the other accelerated 
depreciation rules which are available 
to steel and other industries, and which 
are discussed below—notably export 
depreciation—has given the French 
steel industry some very large de- 
ductions: for 1959, for example, the 
four major firms took depreciation of 
564,086,000 new francs, leaving a re- 
ported net income of only 32,897,000 
new francs.® 


* See “Les Quatre ‘Grands’ de la Sidérurgie,” 
La Vie Francaise, 2 December 1960, p. 3. 
Compare Yellon’s figures, work cited at 
footnote 3, at pp. 956-957, on the growing 
importance of the depreciation deduction. in 
the United States. 

* Professor Cary Brown of the Massachu- 
setts Institute of Technology has pointed 
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Steel is not the only industry. in 
France in which depreciation may be 
tied to output. A government-indus- 
try agreement provides, for example, 
that spinning equipment used for arti- 
ficial fibers may be depreciated at 20 
per cent per year when output is be- 
low one third of capacity, 30 per cent 
when output is between one third and 
two thirds of capacity, and 40 per cent 
when output exceeds two thirds of 
capacity.” 


Expense Depreciation 


This does not exhaust the list of 
special rules for special industries in 
France. To encourage modernization 
of their installations, often war dam- 
aged, newspapers and magazines may 
expense their acquisitions, writing off 
the cost of equipment in full in the 
year of acquisition. And the press 
is also entitled to pre-expenditure 
deductions; deducting sums put in 
reserve for the future acquisition of 
equipment. The 1961 Finance Act 
extended these incentives for another 
two years.® 


Accelerated Depreciation 


The rules discussed above relate 
primarily to specific industries. In 
the decade of the 1950’s the French 
government began a major drive to 
use its fiscal and other powers to 
modernize industry in general, to en- 
courage exports and to stimulate re- 
search and development. Investment 
incentives, although soon diffused 
throughout the tax system, were espe- 
cially reflected in new provisions for 
accelerated depreciation. 


out to me that some United States steel 
firms also relate depreciation to output, us- 
ing a standard rate which varies with the 
ratio between output and capacity. 

* Loi de finances pour 1961, No. 60-1384, 23 
December 1960, art. 106. 





Under a 1951 rule, taxpayers may 
take a double deduction in the first 
year for new machinery acquired for 
use in manufacture, materials han- 
dling, or transportation: If the nor- 
mal straight-line deduction in the first 
year, for example, would be 12% per 
cent, based on an eight-year life, the 
taxpayer may take two such deduc- 
tions in the first year for a deduction 
of 25 per cent. This does not affect 
his basis; subsequent deductions con- 
tinue at the normal rate (in this case 
12% per cent), but to prevent the 
recovery of. more than cost, the de- 
duction that would normally be taken 
in the last year is eliminated.® The 
rule is similar to oné adopted by the 
United States some years later *°— 
with the important difference that 
France has no ceiling on the -cost. of 
the property to which the double first- 
year deduction may apply, as distin- 
guished from the $10,000 annual cost 
ceiling in the United States ($20,000, 
in the case of husbands and wives 
filing joint returns). 


1954 Initial Allowance— 
Application to French Tools— 
Common Market Action 


Under a 1954 rule, taxpayers who 
acquire certain types of machinery 
may take a 10 per cent. initial allow- 
ance in addition to other allowable 
depreciation deductions.’ In this case 
the 10 per cent special deduction af- 
fects the depreciation base; if a tax- 
payer, for example, buys a machine 
with a 10-year life, at a cost-of 100, 
and chooses to take the 10 per cent 





* Décret No. 51-307, 8 March 1951, CGI 
Ann. I, arts. 01-03. 

* Small Business Tax Revision. Act of 
1958, Section 204, 72 Stat. 1679, Code Sec. 
179 (“Additional First-Year Depreciation 
Allowance for Small. Business”). The 
United States rule is disctissed by Yellon, 
work cited at footnote 3, at p. 959. 

™ CGI 39 septiés. 

® Arrété 15 January 1955, CGI Ann. IV, 
art. 4D. 

* Arrété 28 May 1959. 
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initial allowance, his basis for other 
depreciation deductions becomes 90 
rather than 100, In the first year he 
will have a depreciation deduction of 
19 per cent: 10 per cent as the initial 
allowance, 9 per cent as the normal 
first-year deduction. If he is entitled 
to a double deduction under the pro- 
vision discussed above, his first year 
deduction will total 28: 10, 9 and 9. 


Only machinery included on a spe- 
cial list promulgated after consulta- 
tion with government modernization 
and productivity agencies is eligible 
for the initial allowance. The origi- 
nal list was limited to such new items 
as office equipment (other than type- 
writers), handling equipment and 
equipment for the production of heat, 
steam or energy.” In 1959, the govern- 
ment extended the list to machine 
tools and certain related items, pro- 
vided they were ordered before Janu- 
ary 1, 1960, and provided they were 
of French manufacture.’ The. limi- 
tation to tools made in France caused 
a protest to the Commission of the 
European Economic Community (the 
Common Market), that here was fis- 
cal discrimination in violation of the 
Treaty of Rome. The Commission 
agreed and acted; it announced in Oc- 
tober, 1959 that it had asked France 
to withdraw the limitation to tools of 
French origin. France. complied in 
November, and the 10 per cent initial 
allowance was extended ‘to tools of 
foreign origin.14 This is the first 
example of Common Market super- 
vision of national income tax rules; 
perhaps, it is the wave of the future.’® 


™ Arrété 27 November 1959; see Journal 
Officiel des. Communautés Européennes, 30 
September 1959, No. 2-51, p. 1033/59; 31 
December 1959, No. 2-67, p. 1324/59. 

* The European Economic Community has 
a right to levy certain taxes; the European 
Coal and Steel Community already does so. 
Some day we may all be “super-taxpayers 
of a super-state.” Chretien, “Problémes 
Fiscaux des Commuautés Européennes,” in 
“Les Problémes Juridiques et Economiques du 
Marché Commun,’ 258, 301. 
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Depreciation 
as Export Incentive 


Another major use of depreciation 
as an incentive came in 1957 with the 
adoption of special rules for export- 
ers: the larger the exports, the larger 
the depreciation deductions.’* In gen- 
eral, only those firms whose exports 
reach 20 per cent of turnover, or who 
undertake to reach that figure, are 
eligible. As originally enacted in 1957, 
an eligible firm calculates its normal 
depreciation allowances and then in- 
creases that figure by a percentage 
equal to the ratio between export sales 
and total sales. If a firm’s total sales 
for a year are 1 million francs, of 
which export sales are 300,000 franes, 
or 30 per cent of the total, for ex- 
ample, and normal depreciation de- 
ductions for the year are 100,000 
francs, the firm may take additional 
“export depreciation” of 30 per cent 
of that figure, or 30,000 francs, for 
a total deduction of 130,000 francs. 
Normal depreciation deductions for 
this purpose include ordinary depreci- 
ation, the double deduction allowed 
in the first year for certain items and 
the output allowance available to the 
steel and coal industries, but do not 
include the 10 per cent initial allow- 
ance available in some cases. As a 
further stimulant to exports, France, 
in 1959, ruled that the export depreci- 
ation deduction could be increased by 
50 per cent: in the example above, 
for instance, from 30,000 francs to 

* Décisions ministérielles, 26 October 1957, 
5 March 1958, 3 March 1959. As another 
phase of a drive to stimulate exports by 
“detaxation,”. French export groups sought 
exemption trom income tax in proportion 
to export sales, but dropped this demand as 
a possible violation of the Common Market 
treaty. a 

* Ord. No. 58-882, 25 September 1958. 

* See World Tax Series, Taxation in the 
United Kingdom, 7/3.1..The Netherlands .and 
Belgium have followed this British device 
to a limited extent. In Belgium, the device 


takes the form of “an investment allowance 
e., the excess of 





for net new investment, i. 
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45,000 francs for a total depreciation 
deduction of 145,000 francs. The spe- 
cial export deduction is not limited 
to buildings or machinery used in 
export production; at his option, the 
taxpayer may apply it to any depreci- 
able asset or assets. 


Research Depreciation 


As part of a legislative package 
adopted in 1958 to encourage research, 
France permitted industrial firms ac- 
quiring buildings or equipment for 
scientific or technical research to take 
a depreciation deduction of 50 per 
cent in the first year, in addition to 
whatever other allowances might be 
available.” The balance of 
written off over the normal useful life 
of the building or machine involved. 


cost is 


None of these rules, it should be 
observed, allows the taxpayer to write 
off more than cost; in this respect 
they must be distinguished from the 
celebrated British “investment allow- 
ances.” The latter are in the nature 
of bonus deductions to encourage the 
acquisition of certain productive fa- 
cilities; over and above his invest- 
ment allowance, the taxpayer may 
write off the entire cost of the acqui- 
sition in the normal course.** 


1959 Tax Reform 

This, then, was the picture in 1959 
—initial allowances, double first-year 
deductions, agreed depreciation for 





capital expenditure over the amount trans- 
ferred to depreciation funds during the 
year.” -Nortcliffe, Common Market Fiscal 
Systems, 82. The Belgian extra: allowance 
is limited to 30 per cent of cost, spread over 
a three-year period at the rate of 10 per 
cent each year. The “investment credit” 
said to have been recommended by. the 
President’s Task Force. on Taxation: is 
similar to this Belgian allowance for “sup- 
plementary investment,” except that it pro- 
vides a tax credit rather than a tax deduction. 
“Tax. Policy Report for Kennedy Outlines 
Ways to Spur Economy, Cut Income Taxes,” 
The Wall Street Journal, January 10, 1961. 
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special industries, output depreciation, 
expense depreciation, export depreci- 
ation, research depreciation, all these 
and other “very numerous special re- 
gimes,” many of them cumulative, on 
top of the basic straight-line system. 
As the Ministry of Finance put it, 
this involved “a certain complexity.” *® 
Other commentators similarly empha- 
sized the “complexity and: heterogeneity 
of the fragmentary rules” of the old 
regime. The proliferation ‘of. special 
rules in fact made the system, although 
workable by the larger enterprises, diffi- 
cult for the smaller, who were often 
confined as a practical matter to nor- 
mal straight-line depreciation, In all 
this there may be a lesson for those 
of us who engage in the “imaginative 
invention of new. proposed techniques 
of depreciation.” *° 

Especially important was the fact 
that France found herself alone, among 
the Common. Market countries, - in 
relying on straight-line depreciation 
as the basic system. Gerniany had 
adopted the declining-balance system 
in 1952; in the 1959 tax reform France 
followed suit. The larger deductions 
available in the earlier years under 
this system, and the. desire to make 
generally available in one unitary sys- 
tem the possibilities of modernization 
and renewal which had been the aim 
of the various special rules described 
above, were factors that influenced 
the decision. France’s Secretary of 
State for Finance. emphasized: that 
from country to country within the 
Common Market, income tax rates 
differed less than the manner of calcu- 





*“Ta Réforme Fiscale;’ Stat. et Etudes 
Financiéres, No. 136, April 1960, pp. 349, 
355-356. 

* Yellon, work cited at footnote 3, at p. 
955. 

Tot 
art. 37-I. 

* Valery Giscard d’Estaing, “La réforme 
du regime fiscal de l’amortissement,’ L’Econ- 
omie, Paris, 26 May 1960, No. 731, p. 5. 


No. 59-1472, 1959, 


28 December 
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lating taxable income from business, 
especially as regards deductions for 
depreciation, Harmonization of tax 
systems within the Common Market, 
he suggested, should begin with those 
rules, like depreciation, whose impact 
on business and the economy was the 
most apparent; the harmonization of 
depreciation would mark an impor- 
tant step toward the equalization of 
competitive conditions in the Market.?? 


Declining-Balance Depreciation 


Under the new declining-balance 
system, the taxpayer first calculates 
the normal straight-line rate for the 
asset in question. This rate may then 
be multiplied by a factor of 1.5 for 
machinery with an anticipated useful 
life of three or four years; by a factor 
of 2 for machinery with an antici- 
pated useful life of five or six years, 
and by a factor of 2.5 for machinery 
with a useful life of seven years or 
more. For the first year, the resulting 
rate is applied to cost; for subsequent 
years, the same rate is applied to the 
balance of cost as reduced by previ- 
ous deductions (la valeur residuelle). 
But whenever the point is reached 
at which straight-line depreciation 
applied to the undepreciated balance 
produces larger deductions than the 
declining-balance method, the tax- 
payer may revert to the straight-line 
method. The system, of course, is 
similar to the “double-declining-bal- 
ance method” of the 1954 Code, ex- 
cept that the French multiply the 
straight-line rate by different factors 
depending on the useful life of the 








At the same time France adopted in- 
ventory valuation rules closely resembling 
those in force in Germany, About a year 
ago I wrote that while some were alarmed 
by the prospects of cultural uniformity in 
the Common Market, the international tax 
expert had no need to fear the dread spectre 
of tax uniformity. “Tax Thoughts from 
Abroad,” 30 Harvard Law Record No. 6, 
pp. 11, 12 (1960). Perhaps I spoke too 
hastily. 
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item in question rather than by our 
maximum multiplier of two.* 


The following table shows the de- 
preciation deductions available under 
the old and new French systems for 
a machine with a ten-year life. Under 
the old system, the straight-line rate 
would be 10 per cent; it is assumed 
that the machine would have quali- 
fied for a 10 per cent initial allow- 
ance (10 percentage points), leaving 
a balance of 90 to be written off over 
a 10-year period (9 points a year) and 
that for the first year it also qualifies 
for a doubling. of this 9-point rate, 
giving it 18 points for that year, or a 
total of 28 points the first year. The 
declining-balance rate is the straight- 


line rate of 10 per cent multiplied by 


a factor of 2.5, or 25 per cent. 


Old New 
System System 
28 25 
9 18.8 
9 14 
9 10.6 
9 7.9 
9 5.9 
9 4.45 
8 9 4.45 
9 4.45 
10 4.45 


Thus, the proportion of cost de- 
ductible in the first three years is 46 
per cent in the old system, 57.8 in 
the new. This comparison, of course, 
would show different results if the 
taxpayer had been entitled under the 
old system to other varieties of ac- 
celerated depreciation, notably export 


Year 


depreciation or output depreciation 
for steel and coal (or both).** 


The major problem is the option 
between 1960 and 1965 to choose either 
the old system or the new with re- 
spect to machinery acquired in those 
years. The choice is irrevocable; a 
taxpayer cannot use one system for 
one year and the other system for 
the next, or one system for some 
machinery and the other system for 
other machinery. Which system will 
be to the fiscal advantage of a par- 
ticular taxpayer requires a forecast as 
to the evolution of the business be- 
tween now and 1965; those who hope 
to increase their exports, or who are 
qualified for the steel and coal rules, 
may prefer to stick to the old rules. 


Revaluation Abolished 

Adoption of declining-balance de- 
preciation was only one of the changes 
in business taxation accomplished by 
the 1959 tax reform. To take account 
of the impact of gross inflation and 
monetary depreciation, business tax- 
payers in France had for many years 
been allowed to calculate depreciation 
on what was essentially a replace- 
ment-cost basis. Annually the tax- 
payer could revalue the original cost 
of an asset for purposes of deprecia- 
tion (and capital gains) by multiplying 
that cost by a government-specified 
coefficient designed to reflect changes 
in the price level since the year of 
acquisition.2> Under a 1959 decree 
issued prior to the tax reform, for 
example,”* the coefficient to be used 
for items acquired in 1914, or earlier, 
was 204.1; for items acquired in 1924, 








* Code Sec. 167(b), (c), discussed by 
Yellon, work cited at footnote 3, at p. 959. 

* Declining-balance depreciation is avail- 
able only. for machinery; the straight-line 
method will continue to apply to buildings. 
But there is an exception: to encourage the 
tourist trade, the declining-balance system 
may be used for new hotels. Loi. No. 
59-1472, 28 December 1959, art. 37-II. 


Depreciation Reform in France 


*“Price-level depreciation” along these 
lines is also called “economic depreciation,” 
“current-dollar depreciation” and by a va- 
riety of other names depending on the par- 


ticular approach taken. For an excellent 
summary of the various methods, and argu- 
ments for and against their use, see Yellon, 
work cited at footnote 3, at p. 962 and 
following. 


* Décret No. 59-289, 14 February 1959, 
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43.5; 1934, 54.4; 1944, 13.7; 1954, 1.15. 
A taxpayer who in each of those years 
had bought an item for 1,000 francs 
could then revalue the cost of each 
item to 204,100 francs, 43,500 francs, 
54,400 francs, 13,700 francs, and 1,150 
francs, respectively. For depreciable 
assets, the revaluation of original cost 
was only part of the process. Past 
depreciation deductions had to be re- 
valued as well; this -.was done by 
applying to each previous. annual de- 
duction the coefficient relevant to the 
year of deduction. The difference be- 
tween (1) the revalued original cost, 
and (2) the total of these revalued 
prior depreciation deductions, became 
the new basis of the asset, both for the 
computation of future depreciation 
deductions and for the calculation of 
capital gain or loss on its subsequent 
disposition. 


The gain on revaluation—the differ- 
ence between the prior book value of 
the item and its new basis (revalued 
original cost as reduced by revalued 
prior depreciation deductions)—-was 
not subject to income tax so long as 
it placed on the taxpayer’s. books in 
a special liability account, the “revalu- 
ation reserve.” 


It is important to note that revalu- 
ation of depreciable assets did not 
stand alone.in France—it was used in 
the context of a grossly inflationary 


* France indeed applies a. special tax to 
that portion of a “revaluation gain” at- 
tributable to “assets bought with borrowed 
money. The wide use of index numbers in 
debt instruments may have served to meet 
the common argument that the revaluation 
of depreciable assets gives the owners of 
such assets. a “privileged haven” from the 
effects of inflation. 

* Of 441,091 firms reporting income from 
business for . 1956, 46,871 had revalued, 
394,220 had.not. “Les Bénéfices Industriels 
et Commerciaux Déclarés en 1957,” Stat. et 
Etudes Financiéres No. 124, April 1959, p. 
409, Table I. 

Counsel for the French National Asso- 
ciation of. Employers has indicated that the 
fact that revaluation was used only “very 


398 


May, 1961. ®@ 


situation in which there was also wide 
use of index and similar revaluation 
clauses in bond indentures and other 
debt instruments. In effect, creditors 
sought to arrange repayment to them 
in “revalued” amounts reflecting the 
decline in the purchasing power of the 
franc at the same time that the owners 
of physical assets enjoyed a similar 
revaluation: In law there was no neces- 
sary connection between these two 
sides of the inflation coin; in fact, 
each showed in its own way the impact 
of severe inflation, and neither can be 
viewed alone." 


The revaluation process was com- 
plicated, and, in fact, of interest only 
to the larger taxpayers, and not even 
to all of them.** Other European 
countries had permitted or required 
on-time revaluations just after World 
War II—Germany, Belgium, the 
Netherlands, for example.*® Until 1953 
Italy permitted annual revaluation of 
assets acquired before 1947. Japan 
had several optional revaluations after 
the war, followed by compulsory 
revaluation in  1954.°° Some South 
American countries today permit an- 
nual revaluation. But France, as the 
advanced industrial country with per- 
haps the largest and most continuous 
degree of inflation, had for more than 
30 years permitted revaluation—‘the 
most thorough attempt yet made to 


partially” was due, among other factors, 
to the “uncontroverted complexity” of the 
scheme and to the fact that certain account- 
ing requirements were imposed on_ those 
who revalued. Desmyttére, La Fiscalité des 
Enterprises, 132. Other factors mentioned 
have included the fear that revaluation, at 
least.in smaller firms, might result in higher 
death duties, and in a greater exposure 
to a capital levy if one were imposed. 

* These one-time revaluations bear -some 
analogy to the revaluation permitted by 
the United States—for quite. different rea- 
sons, of course—as of March 1, 1913, when 
the present income tax became effective. 

* Davidson and Yasuba, “Asset. Revalua- 
tion and Income Taxation in Japan,” 13 
National Tax Journal 47, (1960). 
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solve the problem” of inflation and 
depreciation.** 


The situation changed with the ad- 
vent of the de Gaulle government. 
The new regime took the position 
that by achieving monetary stability 
it had ended the necessity for revalu- 
ation. The 1959 tax reform therefore 
abolished revaluation with respect to 
all price changes occurring after June 
30, 1959.5? In order that balance sheets 
might reflect a more realistic picture 
of current values, the new law made 
revaluation — previously optional — 
compulsory for all firms with an an- 
nual turnover in excess of 500 million 
old francs—about a million United 
States dollars. This compulsory re- 
valuation process must be completed 
by 1962; in no event, however, may it 
take into account price changes oc- 
curring after June 30, 1959. For firms 
whose gross sales are under 500 mil- 
lion old francs, revaluation as of June 
30, 1959 is optional.** 


For the final revaluation as of June 
30, 1959, the government promulgated 
new indices. That the development of 
appropriate indices for revaluation is 
“extremely difficult’** is well illus- 
trated by France’s experience. Until 
the 1959 reform, the revaluation co- 
efficients published by the government 
were based on the course of wholesale 
industrial prices; industry complained 
that the government’s figures, some- 
times out of date, in fact, lagged be- 
hind the actual impact of inflation. 





" Accounting for Inflation (Taxation and 
Research Committee, Association of Char- 
tered and Corporate Accountants) 110, 


Los 1959, 
art. 41. 

“The 1959 tax reform law also imposed a 
3 per cent tax on the revaluation reserve; 
after payment of the tax the reserve may be 
treated like any other item of undistributed 
profit.. Loi No. 59-1472, 28. December 1959, 
art. 53-I. 

*See Yellon, work cited at footnote 3, 
at p. 964, discussing in detail the problem 
of arriving at a satisfactory index. 


No. 59-1472, 28 December 


Depreciation Reform in France 


The 1959 tax reform called for the 
publication of new indices prepared 
with regard to “essential values re- 
lating to industrial, commercial and 
financial activity, and especially to 
equipment, buildings, and portfolio.”*° 


In the spring of 1960 the govern- 
ment issued two new series of coeffi- 
cients, applicable to revaluation. as 
of June 30, 1959, to replace the single 
series used before. One series relates 
to security holdings, the other to fixed 
assets: land, buildings, machinery.*® 
Each series is considerably higher 
than the single series previously in 
effect; for example, the 1959 decree 
had promulgated coefficients of 204.1, 
43.5, 54.4, 13.7 and 1.15 for the years 
1914, 1924, 1934, 1944 and 1954. Under 
the 1960 decree, these became, for 
fixed. assets including machinery, 243, 
51.8, 64.8, 16.3 and 1.25 respectively, 
and, for securities, 388.8, 82.8, 103.6, 
26 and 1.40. The differences in these 
figures cannot be explained by changes 
in the price level between the issue 
dates of the 1959 and 1960 decrees; 
they serve to show how important, 
and how difficult, is the choice of the 
appropriate index for revaluation. 


In any event, revaluation and price- 
level depreciation are over in France 
with respect to all price changes oc- 
curring after June 30, 1959. France 
joins her Common Market partners 
and competitors, and indeed all. ad- 
vanced industrial nations, in the use 
of historic cost as the basis for de- 
preciation.** 





* Lot No. 59-1472, 28 December 1959, 
art. 39-IT. 

* Décret No. 60-243, 19 March 1960. The 
revaluation of security holdings is import- 
ant because of its effect on the determination 
of capital gains. 

* Revaluation may not be the only answer 
to inflation and rising replacement costs. 
For example, in Sweden—pre-eminently a 
depreciation pioneer—where any item of 
machinery may be written off in five years 
regardless of useful life, an item may be 
fully written off before its replacement cost 

(Continued. on following page) 
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Gain on Disposition 
of Depreciable Assets 


With the cluster of different de- 
preciation rules due to be eliminated 
by 1965, and with revaluation abol- 
ished as of June 30, 1959, some of the 
more unique (and complicated) fea- 
tures of French taxation are disap- 
pearing. But one remains, a feature 
of perhaps special interest today in 
the light of the current discussion of 
proposals to amend Code Section 1231 
in conjunction ‘with changes in our 
depreciation practices. Gain from 
the disposition of a capital asset— 
buildings, machinery, shares in-other 
corporations, for example—by a busi- 
ness enterprise is normally taxed as 
ordinary income at ordinary rates 
(the ordinary rate is 50 per-cent for 
corporations). But the enterprise may 
defer the tax by agreeing to reinvest 
the proceeds of the sale (the entire 
proceeds, not merely the gain) in 
other capital assets, generally  with- 
in three years, The reinvested gain 
serves to reduce the basis of the asset 
in which reinvestment is made (an 
inducement, in fact, to. reinvest in 
nondepreciable assets). This “roll- 
over” or reinvestment provision was 
not changed by the 1959 tax reform 
law. Indeed, in the interests of the 
modernization and regrouping of the 
French industrial structure, the govern- 
ing rules have recently been liberal- 
far as reinvestment of the 
proceeds in shares of certain joint 
subsidiaries (designed to foster adap- 
tation to the Common, Market) is 
concerned: provided, that is, that 
approval of the transaction by the 
government is obtained (a not uncom- 
mon requirement in French tax law 
if deferral or exemption is sought).** 
In principle, the deferred tax must 


ized so 





(Footnote 37 continued) 

has had an opportunity to increase very 
substantially. See World Tax Series, Tax- 
ation in. Sweden, 7/3: Norr, “Taxation and 
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eventually be paid—on failure to re- 
invest, for example, or on sale or 
liquidation of the enterprise. 


Has United States 
Anything to Learn? 

What implications does the French 
experience have for the United States? 
Can we use France as. an overseas 
tax laboratory? Certainly many coun- 
tries have used depreciation as a tax 
incentive to investment. But France, 
before the 1959 reform, had gone fur- 
ther than most countries in a selective 
approach to depreciation. France, for 
example, had different rules for differ- 
ent industries: special rules to encour- 
age steel and coal, to promote exports, 
to aid French machine tools, to facili- 
tate the modernization of newspaper 
plants, and so on. Is there an idea for 
us here? Would export depreciation 
on the French style, for example, in- 
crease United States exports? Per- 
haps it would. Or would some more 
generalized acceleration of. depreci- 
ation be preferable? Certainly France 
demonstrates that a proliferation of 
different depreciation rules (many of 
them cumulative) may make a tax 
system so complex that for the ordi- 
nary business enterprise it becomes 
unworkable. After many years of 
experience with special depreciation 
rules, France is abolishing them all 
to adopt a unitary declining-balance 
system not especially different from 
that of Code Section 167(b)(2). There 
may be a more basic question in- 
volved: even if we assume that the 
tax system is an acceptable area for 
incentive devices, is depreciation the 
most appropriate region within the 
tax system? Indeed, the great virtue 
of the “investment credit,” said to 
have been recommended by the Presi- 
Stability : Guidance from Sweden,” 38 Harvard 
Business Review 50, 54 (1960). 


* Loi de finances pour 1961, loi No. 60-1384, 
23 December 1960, art. 107. 


TAXES —The Tax Magazine 





dent’s Task Force on Taxation,*® may 
be precisely that it provides a tax 
incentive for additional investment 


without requiring a change in our 
basic depreciation rules. 


In another area, the tax treatment 
of gains on the disposition of capital 
assets by business, France offers an 
alternaftve solution that may contribute 
to new thinking about the problem of 
Section 1231. France’s abandonment 
of revaluation and price-level depreci- 
ation may be perhaps the most signifi- 
cant aspect of her experience. France, 
pioneer in revaluation, the country 
with the longest and keenest experi- 
ence with the device, abolishes it just 


stable as that in other advanced in- 
dustrial countries—the United States, 
for example. For merely “ordinary” 
price increases—creeping inflation, if 
you will—France finds the problems 
of revaluation not worth the price; she 
joins Italy and Japan, to say nothing 
of the countries that used a one-time 
post-war revaluation, in eliminating 
the device, perhaps the most compli- 
cated in a notoriously complicated tax 
system. No advanced country now 
uses revaluation, although many have 
tried it. Here we may see a sugges- 
tion that too much cannot be expected 
of a tax system, and that, as in France, 
the answer to inflation may be to cure 
its causes rather than to tinker with 


as soon as the price level becomes as__ tax provisions. [The End] 


HOW OTHER COUNTRIES WRITE-OFF SERVICE YEAR 


International comparisons of tax depreciation systems are extremely 
difficult to make, according to the Capital Goods Review published by 
Machinery and Allied Products Institute. These systems differ: in 
write-off methods, service-life estimates, asset classifications, account- 
ing procedures, etc. Some of them are exceedingly complex, with 
alternative methods and rates, and with special provisions for selected 
industries and classes of assets. Some countries have authorized 
asset revaluations in recognition of inflation, while others have not. 
For all of these reasons, an accurate appraisal of the comparative 
liberality of various systems on a global, or over-all, basis would 
require a major research project. 


Percentages Written Off Over the First Service Year 
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“Accumulation Beyond Reasonable 
Needs’ of the Business: 


By EDWARD N. DELANEY 


¢ ONGRESS HAS LONG. RECOGNIZED the inherent tax avoid- 
ance possibilities available to individuals through corporate ac- 
cumulation of earnings and profits. As early as 1913 legislation was 
enacted that imposed, in substance, what has come to be known as an 
“accumulated earnings tax.”? While material changes have been 
made in method since 1913, Congress, in the face of continued opposi- 
tion, has concluded that retention of the penalty tax is essential as a 
safeguard against tax avoidance.® 


Since the purpose of tax avoidance is basically a question of intent, 
two presumptions bottomed upon objective test were incorporated in 
the Revenue Act of 1913, and all subsequent revenue acts. These 
presumptions presently comprise Section 533 of the Internal Revenue 
Code of 1954,° and are designed to assist the government in determin- 
ing the existence of the purpose of permitting the shareholders to 
avoid tax.® 

* Revenue Act of 1913, Sec. II(A)(2), Ch. 16, 38 Stat. 114. 

* The Revenue Act of 1913 imposed the additional tax upon the individual 
shareholder, and required that the corporation, etc., be “formed or fraudulently 
availed of.” In yiew of the Supreme Court’s decision in Eisner v. Macomber, 1 ustc 
32, 252 U. S. 189 (1920), Congress concluded that the imposition of the addi- 
tional tax on the individual shareholders might be unconstitutional, H. Rept. 350, 
67th Cong,, Ist Sess. Section 220 of the Revenue Act of 1921, Ch; 136, 42 Stat. 
227, imposed the additional tax on the corporation, The word “fraudulently” was 
deleted from Sec. 220 by the Revenue Act of 1918, Ch. 18, 40 Stat. 1057, since the 
effectiveness of the remedy was found to be seriously impaired due to the necés- 
sity of proving fraud, S. Rept. 617, 65th Cong., 3d Sess. 

*S. Rept. 1622, 83d Cong., 2d. Sess. 

*Mertens, Law of Federal Income Taxation, Vol..7, Sec. 39.28. 


5“ 





(a) Unreasonable Accumulation Determinative of Purpose.—For purposes 
of section 532, the fact that the earnings and profits of a corporation are permitted 
to accumulate beyond the reasonable needs of the. business shall be determinative 
of the purpose to avoid the income tax with respect to shareholders, unless the 
corporation by the preponderance of the evidence shall. prove to the contrary. 

“(b) Holding or Investment Company.—The fact that any corporation is a 
mere holding or investment company shall be prima facie evidence of the purpose 
to avoid the income tax with respect to shareholders.” 


* Mertens, work cited at footnote 4. 
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The goal of this article is to out- 
line what constitutes an accumula- 
tion “beyond the reasonable needs 
of the business,” which gives rise to 
the presumption provided by Section 
533(a). While the ultimate purpose 
may not be fully realized, it is hoped 
that certain guide lines may be estab- 
lished that will be of assistance to 
the tax practitioner faced with the 
problem. of determining the reason- 
ableness of an accumulation. 

The first attempt to legislate what 
constitutes the reasonable needs of the 
business appears to have been under- 
taken when enactment of the Reve- 
nue Act of 1924? under Con- 
gressional discussion.’ The legis- 
lators seemingly despaired of arriv- 
ing at a satisfactory definition.’ 
Consideration. of this deficiency in 
prior revenue acts in connection with 
the bill which eventually became the 
Revenue Act of 1928 '° resulted in the 
Senate Finance Committee conclud- 


was 


ing, in the words of Senator King, 
i that instead of. clarification it 
would add to the uncertainty and 
dubiety if attempts were made to pre- 
scribe the limitation upon the amount 
allowed as reserves and the circum- 
stances under which 
should be set up.” ** 


such reserves 

Futility, fathered by inability to 
draw a precise definition of what was 
an accumulation beyond the reason- 
able needs of the business, gave birth 
to charges that the problem was not 
one of lack of statutory definition, but 
rather the failure of the Treasury De- 
partment in enforcing the penalty 
tax."*. The the Circuit 
Courts of Appeals in National Grocery 
Company v. Helvering™® and Commis- 
sioner v. Cecil B. DeMille Productions, 
Inc.,** convinced Congress that the ef- 
fectiveness of the statutory provision 
was impaired by the difficulties of 
proving intent to avoid surtaxes, and 
not lack of enforcement. Committee 


decisions of 





* Ch, 234, 43 Stat. 253. 

*Seidman, Legislative History of 
Income Tax Laws, 1938—1861, p. 
following. 


Federal 
745, and 


*In this connection a colloquy between 
Senator King Senator Norris is. of 
interest: 

Mr. King: “I would like to ask the Sena- 
tor from Nebraska what proof would be 
required to determine what are ‘the reason- 
able needs of the business ?’ There are 
no guides prescribed in the statute to de- 


and 


termine, and there is the discretion which is 
allowed the executive officers.” 


Accumulation Beyond Reasonable Needs 


Mr. Norris: “That is true. That may be 


where an amendment should be 
made, if anyone can suggest an amendment 
which would take away or that 
broad discretion allowed, If there is 
any to amend the bill, and make it more 
concrete, it seems to me we ought to do it.” 
65 Congressional Record 7359. 

* Ch. 852, 45 Stat.. 791. 

* 69 Congressional Record 7976-77. 

275 Congressional Record 6485-86. 

*% 37-2 ustc J 9504, 92 F. 2d 931 (CA-3), 
rev'd, 38-2-ustc J 9312, 304 U. S. 282. 

* 37-1 ustc § 9249, 90 F. 2d 12 (CA-9), 
cert. den., 302 U. S, 713 (1937). 
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reports noted that a workable eviden- 
tiary test of unreasonable accumula- 
tions had not yet been. found.”® 

As finally enacted, the Revenue Act 
of 1938 ** retained, undefined, the word- 
ing of the earlier acts (accumulate 
beyond the reasonable needs of the 
business) but provided that a finding 
of such a fact would be determinative 
of the purpose to.avoid surtax upon 
the shareholders unless the corpora- 
tion proved to the contrary by a clear 
preponderance of the evidence. Earlier 
enactments had made such a finding 
prima-facie evidence of. the purpose 
to escape surtax. 

The provisions of the Revenue Act 
of 1938 were in this respect re-enacted 
without change as Section 102(c) of 
the Internal Revenue Code of 1939. 

Section 537 of the Internal Reve- 
nue Code of 1954" provides, for the 
first time, limited statutory assistance 
for determining what are the reason- 
able needs of the business. The en- 
actment of this section is intended to 
eliminate the so-called “immediacy 
test” announced by some courts.** 
Under this test it was held that the 
accumulation, to be reasonable, had 
to be for the immediate needs of the 
business, needs associated with busi- 
ness in hand. Section 537 is, none- 
theless, overshadowed by the Senate 
Finance Committee Report that ac- 
companiéd its enactment. 


Through the medium of a com- 
mittee report the Senate struck down 
the “70 per cent of earnings” test es- 
tablished by the Commissioner.’® In 
addition, the committee report ex- 
pressly approved the investment of 
retained earnings in a subsidiary un- 





* H. Rept. Jan. 14, 1938, Ways. and: Means 
Subcommittee, 75th Cong., 3d Sess. 

* Ch. 289, 52 Stat. 447. 

* “Sec. 537. For purposes of this part, 
the term ‘reasonable needs of the business’ 
includes the reasonably anticipated needs of 
the business.” 

*See, for example, McCutchin Drilling 
Company v. Commissioner, 44-2 ustc J 9382, 
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der certain conditions, and concluded 
that only facts as of the close of the 
taxable year should be taken into ac- 
count in determining whether or not 
an accumulation ‘s reasonable.” 

Determining when an accumulation 
was. beyond the reasonable needs of 
the business was no less difficult for 
revenue personnel. Lacking definite 
standards for measurement of an ac- 
cumulation, revenue agents on many 
occasions arbitrarily asserted the 
penalty tax. To render the task some- 
what less onerous and in an attempt 
to obtain a more uniform application, 
Treasury Decision 4914 was issued 
in 1939,?* 


Revenue personnel were directed, 
under Section 22.1 of that treasury 
decision, to give “close attention to 
determine whether section 102 is ap- 
plicable” to corporations : 

(1) which had not distributed at least 
70 per cent of their earnings as tax- 
able dividends; 

(2) which have invested earnings 
in securities or other properties un- 
related to their normal business 
activities ; 

(3) which have advanced sums to 
officers or shareholders in the form 
of loans out of undistributed profits 
or surplus from which taxable divi- 
dends might have been declared ; 

(4) a majority of whose stock is 
held by a family group or other 
small group of individuals, or by a 
trust for the benefit of such groups; or 

(5) the distributions of which, while 
exceeding 70 per cent of their earn- 
ings, appear to be inadequate when 
considered in connection with the 
nature of the business or the financial 
143 F. 2d: 480 (CA-5); Wilson. Brothers 
Company v. Commissioner, 42-1 ustc $9177, 
124. F. 2d 606 (CA-9); KOMA, Inc., CCH 
Dec. 17,415(M), 8 TCM 1064, aff'd, 51-1 uste 
7 9295; 189 F, 2d 390 (CA-10). 

*T. D..4914, 1939-2 CB 108, modified by 
T. D. 5398, 1944 CB 194. 


*S. Rept. 1622, 83d Cong., 2d Sess. 
™ Cited at. footnote 19. 
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position of the corporation or corpora- 
tions with accumulations of cash or 
other quick assets which appear to 
be beyond the reasonable needs of the 
business. 


While regulations subsequently is- 
sued by the Commissioner under the 
Internal Revenue Code of 1939 spoke, 
for the most part, in broad generalities, 
some test for determining reasonable- 
ness and unreasonableness of accumu- 
lations were provided.” Dealings 
between the corporation and its share- 
holders, such as withdrawals by the 
shareholder as personal loans or 
expenditure of corporate funds for the 
personal benefit of the shareholder 
would be considered as indications of 
unreasonable accumulations, as would 
corporate investment of undistributed 
earnings in assets having no reason- 
able connection with the business. 
Even if the assets in which undis- 
tributed earnings and profits were in- 
vested were reasonably related to the 
corporations business, the regulations 
provided that such investments would 
indicate an unreasonable accumula- 
tion, if they were, in fact, not needed 
in the business.*° 

It was held that undistributed ‘in- 
come. was properly accumulated if re- 
tained for working capital needed in 
the business, if invested in additions 
to plant reasonably required by the 
business, or if, in accordance with con- 
tract obligations, retained earnings 
and profits were placed to the credit 
of a sinking fund for the purpose of 
retiring bonds issued by the corporation. 


* Reg. 111, Sec. 29.102-2 and 3; Reg. 118, 
Sec. 39.102-2 and 3. 


"Ree. itt, Sec. 
Sec. 39.102-3(a). 

*Reg. 111,. Sec. 29.102-3(b); Reg. 118, 
Sec. 39.102-3(b). .Caveat: a radical change 
of business when a considerable surplus 
has been accumulated may afford, the regu- 
lations provided, evidence of a purpose to 
avoid the surtax. The logic of this limi- 
tation is questionable. 

* Reg. 111 and 118, cited at footnote. 24. 


29.102-3(a); Reg. 118, 
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The regulations also provided that 
the business of a corporation was not 
merely that which it had previously 
carried on, but included, in general, 
any line of business which the cor- 
poration undertook.** 


If one corporation owned the stock 
and, in effect, operated another cor- 
poration that was in the same or a 
related line of business, the business 
of the second was held in substance 
to be the business of the first. In- 
vestment of earnings and profits of 
the first corporation in the second, 
through the purchase of stock or 
otherwise, could constitute employ- 
ment of the income in its own busi- 
ness, if a subsidiary relationship was 
established. 

Investment by a corporation of its 
earnings and profits in the stock or 
securities of another corporation was 
not of itself regarded as employment 
of the income in its business.** The 
regulations took the position that the 
business of the second corporation 
was to be considered the business of 
the first only when the second cor- 
poration was a mere instrumentality 
of the first; and to establish this fact 
to the satisfaction of the Commis- 
sioner, it was ordinarily essential that 
the first corporation own all or sub- 
stantially all of the stock of the second. 


The Treasury Department felt con- 
strained in 1949 to restate its policy 
with respect to the facts, conditions 
and circumstances to be considered 
when determining the applicability of 
the penalty tax.* This policy state- 





* Treasury Department Press Release, 
April 13, 1949, 495 CCH $6111. Of interest 
is the following excerpt: “It is the pur- 
pose of the Bureau to administer. the tax 
laws in accordance with the intent of Con- 
gress. The Bureau will, therefore, con- 
tinue its present policy of interpreting 
and applying Section 102 in such a manner 
as to impose no hardship upon any tax- 
payer, and at the same time, to. insure that 
the law is applied and the intention of the 
statute accomplished in appropriate cases.” 
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ment, while expanding to a degree 
the test provided by Regulations 111 
and 118, provided no new criteria and, 
as with the noted regulations, did not 
refer directly to the “70 per cent of 
earnings” test outlined in Treasury 
Decision 4914. 


The regulations issued under Sec- 
tion 533 of the Internal Revenue Code 
of 1954?" are confined to setting forth 
those circumstances constituting evi- 
dence of the purpose to avoid income 
tax, without specific reference to ac- 
cumulations beyond the reasonable 
needs of the business.** Nonetheless, 
the circumstances, which the regula- 
tions hold might indicate a purpose 
to avoid income tax with respect to 
the shareholders, seem to indicate, of 
necessity, what the Commissioner con- 
siders to be the hallmarks:of an un- 
reasonable accumulation. ‘Since these 
factors were set forth in prior regula- 
tions ** and have the implied approval 
of Congress,®® their restatement is 
warranted. ‘To. be taken into account 
are: 


(1) dealings between the corpora- 
tion and its shareholders; such as 
withdrawals by the shareholders as 
personal loans or the expenditure of 
funds by the.corporation for the per- 
sonal benefit of the shareholders ; 


(2) investment by the corporation 
of undistributed earnings in assets 
having no reasonable connection with 
the business of the corporation; and 

(3) the extent to which the cor- 


poration has distributed its earnings 
and profits. 


While the regulations issued by the 
Commissioner with respect to Section 





* Reg. Sec. 1.533-1, proposed January 15, 
1958, adopted May 12, 1959 by. T. D, 6377, 
1959-1 CB 125, amended January 27, 1960 
by T. D. 6449, 1960-8 I. R.-B. 16. 

* Reg. Sec. 1.533-1(b) refers the reader 
to Sec. 537 of the Internal Revenue Code 
and Reg. Sec. 1.537-1 through 1.537-3 fora 
determination of what are the reasonable 
needs of the business. 
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537 of the Internal Revenue Code™ 
may not be considered by the courts 
to be entitled to the same weight as 
those issued under Section 533, since 
Section 537 has no counterpart in the 
Internal Revenue Code of 1939 or 
prior revenue acts, the test provided 
in Section 1.537-2(b) and (c) for de- 
termining the reasonableness or un- 
reasonableness of an accumulation 
will, it appears safe to assume, be de- 
terminative of the question at the 
administrative level.. This is par- 
ticularly true with respect to those 
regulations since the tests are sub- 
stantially the same as those provided 
for under earlier regulations,** and 
their propriety was not questioned 
by Congress. 

The regulations ** provide that the 
following grounds, while not exclusive, 
if. supported by sufficient facts, may 
indicate a reasonable accumulation 
assuming that the general require- 
ments of regulation Section 1.537-1 
and 3 are satisfied : 

(1) .To provide for bona fide expan- 
sion of business or replacement of 
plant ; 


(2) To acquire a business enter- 
prise through purchase of stock or 
assets ; 

(3) To provide for the retirement 
of bona fide indebtedness created in 
connection with the trade or business ; 

(4) To provide necessary working 
capital for the business ; or 

(5) To provide for investments or 
loans to suppliers or customers if 
necessary in order to maintain the 
business of the corporation. 





* Reg. 111 and 118, cited at footnote 22. 

* Lykes v. U. S., 52-1 uste J 9259, 343 U.S. 
118; Helvering v. Winmill, 38-2 uste ¥ 9550, 
305 U. S. 79. 

* Reg. Sec. 1.537-1 through 3, proposed 
January 15, 1958, adopted May 15, 1949, 
T. D. 6377, 1959-1 CB 125. 

* Reg..111 and 118, cited at footnote 22. 

*® Reg. Sec. 1.537-2(b). 
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Again, while not exclusive, accumu- 
lations for any of the following ob- 
jectives may indicate that earnings 
and profits are being accumulated 
beyond the reasonable needs of the 
business : ** 


(1) loans to shareholders, or the 
expenditure of funds of the corpora- 
tion for the personal benefit of the 
shareholders ; 

(2) loans having no reasonable re- 
lation to the conduct of the business 
made to relatives or friends of share- 
holders, or to other persons ; 


(3) loans to another corporation, 
the business of which is not that of 
the taxpayer corporation, if the capital 
stock of such other corporation is 
owned, directly or indirectly, by the 
shareholder or shareholders of the 
taxpayer corporation and such share- 
holder or shareholders are in control 
of both corporations ; 

(4) investment. in properties or 
securities which are unrelated to the 
activities of the business of the tax- 
payer corporation ; or 

(5) retention of earnings and profits 
to provide against unrealistic hazards. 

The provisions of Regulation Sec- 
tion 1.537-3 as to what constitutes 
the business of the taxpayer are sub- 
stantially the same as those contained 
in prior regulations.** An important 
exception is the insertion of a provi- 
sion that a corporation may be estab- 
lished as a mere instrumentality of 
another corporation by a_ showing 
that the latter owns at least 80 per 
cent of the voting stock of the former. 
In the event that the holding is less 
than 80 per cent, the determination of 
whether the funds are employed in a 
business operated by the taxpayer 
will depend upon the particular cir- 
cumstances of the case. This provi- 
sion conforms to the expression of 


Congressional intent contained in the 
Senate Finance Committee Report. 


As has already been noted, Section 
537 was enacted to nullify the “im- 
mediacy test” espoused by certain 
courts. Regulation Section 1.537-1 com- 
prises the Commissioner’s interpreta- 
tion of this statutory enactment, and 
incorporates the expressions of Con- 
gressional intent found in the Senate 
Finance Committee Report.* 


Under the regulations the reason- 
able needs of the business include the 
reasonably anticipated needs of the 
business, must be directly connected 
to the needs of the corporation itself, 
and be for a bona fide business pur- 
pose.** Consideration is also to be 
given to the extent to which earnings 
and profits have been distributed. 


Regulation Section 1.537-1(b) (1) 


provides that to justify an accumula- 
tion for anticipated future needs, there 
must be an indication that the future 
needs of the business require the ac- 


cumulation and that the corporation 
has “specific, definite, and feasible 
plans for the use of such accumula- 
tion.” Express authority for the in- 
clusion of the word “feasible” is not 
to be found in the committee reports 
or the statute. The propriety of the 
addition of this test will depend in 
large measure upon the interpretation 
placed thereon by Service personnel. 


Where the future needs are uncer- 
tain or vague, where the plans for the 
future use are not specific, definite 
and feasible, or where the execution 
of the plan is postponed indefinitely, 
the regulations provide that the ac- 
cumulation cannot be justified on the 
ground of the reasonably anticipated 
needs of the business. Other than for 
the use of the word “feasible,” this 
provision conforms to the expressions 





* Reg. Sec. 1.537-2(c). 
* Reg. 111 and 118, cited at footnote 24. 
* Cited at footnote 20. 


Accumulation Beyond Reasonable Needs 





* Cited at footnote 20. 
* Reg. Sec. 1.537-1(a). 








of intent set out in the committee re- 
port previously referred to. 


A determination of what are the 
reasonably anticipated needs of the 
business is to be made on the basis of 
the facts as they exist at the close of 
the taxable year.*®. If, on the basis 
of these facts, the accumulation is rea- 
sonable, subsequent events shall not 
be used to show that the accumulation 
was unreasonable, subject to the limi- 
tation that subsequent events may be 
considered to determine whether or 
not the taxpayer actually intended to 
consummate or has consummated the 
plan for which the earnings were ac- 
cumulated. This provision is consonant 
with the stated intent of Congress. 


One of the most important provi- 
sions of the regulations is. contained 
in Section 1.537-l(a). This is the 
statement that: “An accumulation of 
the earnings and profits (including 
the undistributed earnings and profits 
of prior years) is in excess of the rea- 
sonable needs of the business if it 
exceeds the amount that a prudent 
businessman would. consider appro- 
priate for the present business pur- 
poses and for the reasonably anticipated 
future needs of the business.” Prior 
regulations did not contain a counter- 
part of this provision. 


This addition apparently results from 
the Congressional criticism leveled at 
the Service that, in the absence of 
adequate guidance, revenue agents in 
examining cases had applied their in- 
dividual concepts as to.business needs. 
Reasonableness of an accumulation 


* Reg. Sec. 1.537-1(b) (2). 


“” Semagraph Company, CCH Dec. 14,086 
(M), 3 TCM 812 (1944), aff'd, 45-2-uste 
1 9466, 152 F. 2d 62 (CA-4); Trico Products 
Corporation v. McGowan, 46-2. ustc § 9338, 
67 F. Supp. 311 (DC N. Y.), aff'd, 48-2 uste 
7 9344, 169 F, 2d 343 (CA-2), cert. den., 





remains a question of fact. Never- 
theless, this statement provides the 
taxpayer and his advisor with a weapon 
to combat the arbitrary substitution 
by Service personnel of their indi- 
vidual concepts of the business needs 
for that of the business manager’s. 


The accumulated earnings tax pro- 
visions have generated considerable 
litigation over the years, no small por- 
tion of which can be attributed to the 
lack of adequate standards for deter- 
mining the reasonableness of an ac- 
cumulation. A review of the decisions 
shows that most often no one single 
factor results in an accumulation being 
held to be reasonable or unreasonable. 
Rather, it is the culmination of a 
series of events. Those factors which 
appear to exert the greatest influence 
upon the ultimate decision of the courts 
will be discussed. The order of 
presentation does not necessarily re- 
flect the weight to be attributed to 
each factor. 


The code provisions are premised 
upon the thought that the penalty 
should not apply to accumulations of 
surplus which are within the reason- 
able requirements of the business.*° 
What is a reasonable accumulation is a 
question of fact, to be decided upon prin- 
ciples of sound business management.** 


In L. Schepp Company the Board of 
Tax Appeals (now the Tax Court) 
concluded that while the judgment of 
the corporate directors was not to be 
disregarded, there was no rule that 


* Almours Securities, Inc., CCH Dec. 9521, 
35 BTA 61 (1936),. aff'd, 37-2 ustc 9419, 
91 F. 2d 427 (CA-5), cert. den., 302 U. S. 
765 (1938); Becton, Dickinson & Company v. 
Commissioner, 43-1 ustc { 9304, 134 F,. 2d 
354 (CA-3); Eastern Railway and Lumber 
Company, CCH Dec. 16,987, 12° TC 869 


335 U. S. 899 (1948); Metal Office Furniture (1949). 

Company, CCH Dec. 19,269(M), 11. TCM 

1066 (1952). 
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it was conclusive.‘ What the reason- 
able needs of the business are must 
be determined, in the final analysis, 
by the court.*® A recent decision of 
the Court of Appeals for the Second 
Circuit may portend a change in the 
judicial attitude as to the weight to 
be given to management decisions to 
retain earnings.** The court held: 


“We think that the 1954 and 1955 
enactments [placing the burden of 
proof upon the Commissioner under 
certain circumstances, and making that 
provision applicable to cases tried on 
the merits after a day certain in 
1955] indicate that Congress did not 
want the taxing authorities to be 
second-guessing the responsible man- 
agers of corporations as to whether 
and to what extent profits should be 
distributed or retained, unless the tax- 
ing authorities were in a position to 
prove that their position was correct.” 


Judge Hand’s separate concurring 
opinion in this case appears to give 
even greater credence to decisions 
taken by the corporate directors and 
officers. It is his view that: 


“ 


the statute meant to set up 
as a test of ‘reasonable needs,’ only 
the corporation’s honest belief that 
the existing accumulation was no 
greater than was reasonably neces- 
sary. Section 532(a) was a penal 


“CCH Dec. 7419; 25 BTA 419 (1932); 
See R. C. Tway Coal Sales Company v. U. S., 
CCH 79059, 3 F. Supp. 668 (DC Ky., 
1933), aff’d 35-1 ustc 9 9123, 75 F.2d 336 
(CA-6), where the Court stated: 

“Necessarily, the directors and officers of 
a corporation must be given, even in Fed- 
eral tax matters, some discretion and some 
latitude as to what constitutes the reason- 
able needs of the corporate business. . It 
may well be doubted if the Federal govern- 
ment, for the purpose of increasing its 
taxes, can absolutely destroy or arbitrarily 
limit this discretion resting in the directors 
of a corporation organized under state law.” 

* Trico Products Corporation, CCH Dec. 
12,425, 46 BTA 346 (1942), aff'd, 43-2 ustc 
q 9540, 137. F, 2d 424 (CA-2), cert. den., 320 
U. S.-799 (1943). 
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statute, designed to defeat any plan 
to evade the shareholders’ taxes, and 
there can be no doubt that it pre- 
supposes some deliberate purpose to 
do so and is not satisfied by proving 
that the corporation was mistaken in 
its estimate of its future ‘needs’. 


“In the case at bar the embarrass- 
ment is in deciding what were those 
‘needs’, and for that one must look to 
the estimate of those in control of the 
corporation, because, being an artificial 
person, it could obviously have no in- 
dependent estimate.” 


Prerequisite to a holding that an 
accumulation is reasonable, is a well 
documented corporate record as to 
why the earnings are being retained. 
There must be substantial proof of a 
specific plan, objective or contingency 
which, in the exercise of good busi- 
ness judgment, demanded the ac- 
cumulation of the earnings and profits 
in a reasonable and reasonably definite 
amount.*® In order to justify an ac- 
cumulation the need must be treated 
as an economic reality; the penalty 
tax cannot be avoided by simple recogni- 
tion of a need. Definiteness of plan 
coupled with action taken toward its 
consummation are essentials.*® 


A contemplated expansion must be 
shown to have been a real considera- 
tion during the taxable years involved, 


“ Jerome E. Casey, 59-1 ustc J 9455, 267 F. 
2d 26 (CA-2), rev’g. CCH Dec. 22,689(M), 
16 TCM 1024 (1957). 

“ Semagraph Company, cited at footnote 
40; Whitney Chain & Manufacturing Com- 
pany, CCH Dec. 14,033, 3 TC 1109 (1944), 
aff'd, 45-2 ustc J 9332, 149 F. 2d 936 (CA-2),; 
Smoot Sand & Gravel Corporation, 60-1 ustc 
f 9241, 274 F. 2d 495 (CA-4); affg CCH 
Dec. 23,307(M), 17 TCM 1086 (1958), cert. 
den., 362 U. S: 976 (1960): 

“TI. A. Dress Company, Inc., 60-1 ustc 
7 9204, 273 F. 2d 543 (CA-2), aff'g CCH 
Dec. 23,541, 32 TC 93, cert. den.,.362 U. S. 
976 (1960); Dixie, Inc., 60-1 ustc J 9419, 277 
F, 2d 526. (CA-2), aff’g CCH Dec. 23,249, 
31 TC 415, cert. den. (1960); Engineering 
Corporation of America v. U: S., 60-2 ustc 
7 9804 (CA-7); KOMA, Inc., cited at foot- 
note 18. 
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and not simply. an afterthought to 
justify a challenged accumulation of 
surplus.*7 Where the corporate direc- 
tors, during the years in issue, re- 
ceived and approved plans and policies 
for expanding facilities, making pro- 
vision for protecting the corporation’s 
interest in. its business local, and for 
the possible financing of installment 
sales of its products, the accumulation 
of surplus was approved,** while the 
failure of the corporate directors to 
formulate any concrete plans or enter 
upon any negotiations or take any 
definite steps.to commit the corpora- 
tion and the funds it had accumulated 
to the risk of any business resulted 
in the accumulation being held to be 
unreasonable.*® To the extent that 
surplus has been translated into plant 
expansion, increased receivables, en- 
larged inventories or other assets re- 
lated to the business, the corporation 
may accumulate surplus with relative 
impunity.*° 

Assets in which the accumulated 
surplus is invested must be. related 
to corporate business. In Helvering 
v. National Grocery Company™ the 
Supreme Court of the United States 
relied heavily upon the fact that the 
surplus was invested in stocks and 
bonds having no connection with the 
corporate business to support. a find- 
ing that the accumulation was unrea- 
sonable. Investments in commercial 
real estate, corporate stocks, and oil 
and gas leases were cited as persua- 
sive indicators of an unreasonable 





“ Helvering v. National Grocery Company, 
38-2 ustc. J 9312, 304 U. S. 282; Hedberg- 
Freidheim Contracting Company, 58-1 ustc 
7 9254, 251 F. 2d 839 (CA-8), aff’'g CCH 
Dec, 22,071(M), 15 TCM 1433; Smoot Sand 
& Gravel Corporation, cited at footnote 45. 

“ Breitfeller Sales, Inc.; CCH Dec. 22,568, 
28 TC 1164 (1957), A. 1958-1 CB 4. 

*” Egan, Inc., 56-2 ustc § 9779, 236 F. 2d 
343 (CA-8),; aff’'g CCH Dec. 21,003(M), 14 
TCM 421 (1955). 

* Smoot Sand & Gravel Corporation, cited 
at footnote 45. 

* Case cited at footnote 47. 
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accumulation of surplus by a corpora- 
tion whose charter authorized it to 
engage primarily in the activities “of 
buying, selling, exchanging, servicing 
and repairing motor vehicles, as well 
as dealing in automotive equipment 
and other merchandise, both at whole- 
sale and at retail.”°? The fact that 
its charter contained a general blanket 
provision authorizing it “to do any 
and. all other things and to 
exercise any or all powers which a 
copartnership or a. natural person 
could do or exercise * was con- 
sidered to be insignificant. 


Mere ownership of securities in one 
corporation does not make its busi- 
ness the business of the owning cor- 
poration.** In this connection the 
possible application of Regulation 
Section 1.537-3, and the effect of the 
committee report ** that accompanied 
the enactment of the accumulated 
earnings tax provisions of the Internal 
Revenue Code of 1954 should be 


considered. 


Where the surplus is accumulated 
principally for the benefit of the share- 
holders, rather than the corporation, 
the courts have held the accumula- 
tion to be unreasonable.** While in a 
sense all accumulations by a corpora- 
tior. are beneficial to the stockholders, 
since the net worth of the corporation 
is increased and tax is avoided on the 
dividends, the interdicted accumula- 
tion is generally singled out because 
of the use to which it is put. A con- 
crete example is provided in Helvering 

= Kerr-Cochran, Inc., 58-1 uste { 9352, 
253. F. 2d 121 (CA-8), aff’'g CCH Dec. 
20,954(M), 14 TCM 304 (1955). 

* Keck Investment Company v.. Commis- 
sioner, 35-1 ustc J 9370, 77 F. 2d 244 (CA-9), 
cert. den., 296 U. S. 633 (1935). 

“Work cited at footnote 20. 

*® Helvering v. Chicago Stock Yards Com- 
pany, 43-1. ustc. § 9379, 318. U. S. 693; 
Helvering v. National Grocery Company, cited 
at footnote 47; Kerr-Cochran, Inc., cited at 
footnote 52; Latchis Theatres of Keene, Inc. 
v. Commissioner, 54-2 ustc J 9544, 214 F, 2d 
834 (CA-1). 
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v. Chicago Stock Yards Company,**® 
where Mr. Justice Roberts pointed 
out that: 


“ec 


the accumulated earnings 
became available to the investment 
purposes and program of Mr. Prince, 
the sole stockholder of the taxpayer, 
or for other purposes as he might de- 
termine.. By the use of the taxpayer’s 
corporate personality Mr. Prince could 
plow the earnings of the enterprise 
into a capital investment which would 
convert, by 1940, an original capital 
venture of $1,000,000 into free assets 
of a value in excess of $60,000,000. 
And this without the payment of taxes 
or surtaxes on the bulk of the earnings.” 


Similarly, the fact that the principal 
stockholder was in a position to make 
use of corporate funds for personal 
purposes, and did so whenever he had 
need or was desirous. of so. doing, 
thus eliminating the economic reason 
for a corporate distribution of earn- 
ings, has been considered significant 
in determining that an accumulation 
was unreasonable.” 


Payment of dividends by the cor- 
poration can be an important factor 
in determining whether a particular 
accumulation is reasonable or unrea- 
sonable. Asin many areas of tax law, 
timing of the declaration and payment 
of the dividend is.of the essence. 

Distribution of all profits of a tax- 
able year to the stockholders via the 
dividend route is inconsistent with a 
purpose of avoiding surtaxes.**. A 





~ ® Case cited at footnote 55. 

* Kerr-Cochran, Inc. v. Commissioner, cited 
at footnote 52. 

5 Corporate Investment Company, CCH Dec. 
10,928, 40 BTA 1156 (1939). 

® Gus Blass Company, CCH. Dec. 15,885, 
9 TC 15 (1947). 

® Semagraph Company, cited at footnote 
40; to the same effect where no dividends 
were declared until after the assertion of 
the penalty tax. Engineering Corporation of 
American v. U. S., cited at foootnote 46. 

" Trico Products Corporation v. McGowan, 
cited at footnote 40. 

® Smoot Sand. & Gravel Corporation, cited 
at footnote 45. 


Accumulation Beyond Reasonable Needs 


similar result obtained where the earn- 
ings were distributed after the close 
of the corporation’s fiscal year ending 
in 1941, but within the calendar year 
1941, when the greater portion of the 
distribution was made to shareholders 
who filed income tax returns on the 
calendar-year basis.*® But, the pay- 
ment of dividends in the year preced- 
ing and the two years succeeding the 
year in issue has been held to impeach 
testimony as to the corporations need 
to accumulate surplus.*°° Payment of 
an extra dividend in the taxable year 
was held to be indicative of. an un- 
reasonable accumulation.“ Support 
for a finding of an unreasonable ac- 
cumulation was found where the cor- 
poration had - substantial earnings 
during the years 1927 through 1950, 
but declared dividends only in 1928 
and 1932 in one of which years the 
principal stockholder had substantial 
offsetting losses.* 

Corporate liquidity and the hazards 
incident to the doing of business are 


to be considered in determining the 
existence or nonexistence of the pro- 


scribed accumulation. Availability of 
substantial “quick assets” and a high 
ratio of current assets. to current lia- 
bilities have been cited as reflecting 
an. unreasonable surplus accumulation.** 
A relative balance between the amount 
of the accumulation and the sum of 
the current liabilities, considered in 
light of business commitments, has 
resulted in the approval of the ac- 
cumulation.** Evidence of the hazardous 


“Whitney Chain & Manufacturing Com- 
pany, cited at. footnote 45; Smoot Sand & 
Gravel Corporation, cited at footnote 45. 
See, also, Helvering v. National Grocery 
Company, cited at -footnote 47. 

“ James Realty Company v. U.'S., 59-2 ustc 
{ 9660, 176 F. Supp. 306 (DC Minn.), where 
the court stated “it has not been shown, 
and it is not apparent that an accumulation 
of $17,000 by an infant corporation - with 
current liabilities of $11,000 and with im- 
minent business responsibility for construc- 
tion of 30 additional homes constitutes . 
an accumulation beyond the . reasonable 
needs of the business.” 
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nature of the field of corporate en- 
deavor and keen competition serves 
to justify a conservative dividend 
policy and retention of increased liquid 
assets ; © contrariwise, where the busi- 
ness is free from hazards and firmly 
established in its field. 


Retained earnings that are idle or 
invested in assets unrelated to the 
business are props upon which the 
Commissioner can base a penalty tax 
case. Generally, employment of re- 
tained surplus in the business, either 
as working capital or inventories, will 
justify the accumulation. Cash ac- 
cumulations sufficient to cover operat- 
ing expenses have been approved, 
but the persuasiveness of such an 
argument appears to have received a 
mortal blow.® 


Most often cited in support of a 
holding that an accumulation is un- 
reasonable is the existence of loans to 
the stockholders of the corporation. 
Such loans are, generally, inconsistent 
with a purpose of strengthening the 
financial position of the corporation, 
and accord with a desire to obtain 





® Matter of the Estate of John S. Barnes, 
Inc., 53-2 ustc § 9470 (DC Fla:); Lion Cloth- 
ing Company, CCH Dec. 15,833, 8-TC 1181, 
A. 1947-2 CB 3; Dill Manufacturing Com- 


pany, CCH Dec. ..10,712, 39 BTA 1023 
(1939), NA. 1939-2 CB 47; Seaboard Secu- 
rity Company, Inc., CCH Dec. 10,429, 38 
BTA 560 (1938), A..1939-1 CB 31. 

* Pelton Steel Casting Company v. Commis- 
sioner, 58-1 ustc $9179, 251 F. 2d 278 
(CA-7); Trico Products Corporation v. Me- 
Gowan, cited at footnote 40. 

“J. L. Goodman Furniture Company, CCH 
Dec. 16,614, 11 TC 530 (1948), A, 1949-1 
CB 2, where the Court permitted the reten- 
tion of sufficient cash to. cover one. year’s 
operating expenses; F.. E.: Watkins .Motor 
Company, Inc., CCH Dec. 23,233, 31 TC 
288 (1958), A. 1959-1 CB 5. 

““The rule of thumb so stated [cash ac- 
cumulation to cover operating expenses] 
may be one proper for administrative con- 
venience but should rise to no higher level. 
The search must always be concerned with 
the needs of the particular business as they 
existed during the particular year.” Dixie, 
Inc., cited at footnote 46. It is improbable 
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the equivalent of a dividend under 
another guise.® That the stockholder 
pays a rate of interest higher than 
other parties would have been held to 
be immaterial,”® while a failure to pay 
any interest is all the more indicative 
of the fact that the accumulation was 
not required in the business.” 


Loans of a personal nature are 
strong evidence that earnings, at least 
to the extent of the loans, were ac- 
cumulated unreasonably."*. Of course, 
this is not to say that loans to stock- 
holders are fatal per se to the 
taxpayer’s position. Where the stock- 
holder used the funds borrowed from 
the corporation to acquire assets for 
the corporation, which because of 
state regulations it could not acquire 
immediately itself, the loans were ap- 
proved."® When the loans are bona 
fide and have been repaid, they have 
not been considered to be evidence of 
an unreasonable accumulation.” 


In at least two cases the Tax Court 
has referred to the absence of loans 
to stockholders when deciding ac- 
cumulated earnings tax issues in favor 


that the implication of this statement will 
be lost upon the Service. The argument 
that an accumulation of less than 70 percent 
of the annual operating expenses for the 
year was reasonable as a matter of law was 
summarily dismissed in Latchis Theatres of 
Keene, Inc. et al. v. Commissioner, 61-1 ustc 
{ 9171 (CA-1). 

® United Business Corporation of America 
v. Commissioner, 3 ustc J 1039, 62 F. 2d 754 
(CA-2, 1933), cert. den., 290 U. S. 635 
(1933). 

Wilkerson Daily Corporation, Ltd., CCH 
Dec. § 11,387, 42 BTA 1266 (1940), aff'd, 
42-1 ustc $9307, 125 F. 2d 998 (CA-9). 

"™ Helvering v. National Grocery Company, 
cited at footnote 47. 

™ Kerr-Cochran, Inc., cited at footnote 52. 

"California Motor Transport Company, 
Ltd., CCH Dec. 13,154(M), 1. TCM 974 
(1943). 

™ F. E. Watkins Motor Company, Inc., cited 
at footnote 67; Charleston Lumber Company 
v. U. S., 37-2 ustc: 9 9435, 20 F. Supp. 83 
(DC W. Va.), appeal dism’d, 93 F. 2d 1018 
(CA-4, 1937). 
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of the taxpayer.” In this respect it 
is interesting to note that the penalty 
tax was sustained in William C. DeMille 
Productions, Inc.,"° where there were 
loans to stockholders, and rejected in the 
companion case of Cecil B. DeMille,” 
where there were no loans. 


Use of earnings and profits by a 
corporation for redemption of its stock 
has been held to constitute evidence 
of a purpose to avoid income tax on 
the shareholders. “The reason for 
this rule is that the retirement of 
stock is a capital transaction and should 
result in a reduction in capital instead of 
a reduction of earnings and profits.” ** 
To the extent that the earnings are 
used for this purpose they are held 
not to have been required in the busi- 
ness, and therefore unreasonably 
accumulated. 


But, where the redemption of the 
stock serves a valid business purpose, 
such as the promotion of harmony in 
the conduct of the corporate business, 
the courts have not sustained the as- 
sertion of the penalty tax.”® 


Conclusion 


While it is doubtful that any pro- 
vision of tax law since the adoption 
of the Sixteenth Amendment to the 
Constitution has so raised the ire of 
the businessman, the continued exist- 


ence of an accumulated earnings tax 
seems to be assured, if only by dint 
of its long tenure.*° Ignoring the 
penalty tax will not only not make it 
disappear, but may well prove to be 
financially disastrous to the responsi- 
ble managers of the business.** 


The possibility of its assertion by 
the Commissioner should be accepted 
as a risk of doing business in the 
corporate form. The vigor and imagi- 
nation of management should be 
directed to the solution of this problem 
in no lesser degree than to any other 
business risk. A successful corpora- 
tion is not one that ignores or under- 
estimates its competitors. Imposition 
of the accumulated earnings tax is an 
expensive price to pay for these shallow 
luxuries. 

As. exemplified by those cases 
which considered the dividend record 
of the taxpayer involved, the solution 
of the problem calls for long. term 
planning. Corporate records, at. all 
levels, should set forth with sufficient 
detail the why and wherefore of the 
accumulation. Stillborn plans are of 
little or no value. A record of the 
action initiated and taken in consum- 
mation of developed plans should be 
available. It hardly needs to be stated 
that the more obvious guises for dis- 
tributing dividends should be foresaken, 

[The End] 


“He has erected a multitude of New Offices, and sent hither swarms of Officers to 
harass our people, and eat out their substance.'’"—The Declaration of Independence. 





® Fotocrafters Inc., CCH Dec. 24,474(M), 
19 TCM 1401 (1960); Dill Manufacturing 
Company, cited at footnote 65. 

* CCH .Dec. 8582, 30 BTA 826 (1934). 

™ Case cited at footnote 14. 

*® Mertens, work cited at footnote 4. 

® Mountain States Steel Foundries, Inc. -v. 
Commissioner, 60-2. ustc 99797 (CA-4); 
Gazette Publishing Company v. Self, 52-1 
ustc § 9293, 103 F. Supp. 779 (DC. Ark.); 
Dill Manufacturing Company, cited at foot- 
note 65. 
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”On January 16, 1961, Representative 
Multer ‘introduced H. R. 2727 which. pro- 
vides for the repeal of Sections 531 through 
537 of the Internal Revenue Code of 1954 
effective upon. the enactment of the act. 
The bill was referred to the Committee on 
Ways and Means. Considering past history 
and the expressed tax policies of the present 
administration, it appears unlikely that the 
bill will be enacted. 

* See Lasser and Holzman, Corporate Ac- 
cumulations and Section 102, p, 201, and 
following. 
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Gratuitous Employee 
By HARRY YOHLIN 


HE TAX TREATMENT of voluntary death benefits, paid to 

widows of deceased employees, continues to: be an uncertain and 
controversial area of tax law, despite the attempt at “clarification” in 
the 1954 Internal Revenue Code. The Treasury Department, after an 
impressive array of adverse court decisions, announced its surrender 
with respect to payments made prior to 1954, but appears to be as 
determined as ever to prevail as to payments made thereafter. The 
first two decisions under the 1954 Code were rendered in favor of the 
taxpayer. More recently, the Tax Court has ruled in favor of 
the Commissioner. These developments presage yet another round in 
what is likely to continue to be a drawn-out battle. 


The controversy surrounding this question extends back almost 
to the inception of our tax structure.? At first. the Treasury Depart- 
ment ruled such payments to be gratuitous and, therefore, tax-exempt.” 
Subsequently, after several Tax Court decisions had enlarged this tax- 
free opportunity and accorded it judicial sanction, the Treasury De- 
partment reversed its position and began to litigate such cases with 
ever-increasing frequency and fervor.* Finally, faced by an uninter- 
rupted line of adverse decisions, the Department surrendered and an- 
nounced. that it would. no longer litigate cases involving voluntary 
death benefits paid prior to the effective date of the 1954 Code.* 


There had been some attempt at statutory treatment of this 
problem in the Revenue Act of 1951 which only compounded the 


*For'a more complete history see, Yohlin, Chapter 4 in Taxation of Deferred 
Employee and Executive Compensation, published by Prentice-Hall, 1960; Yohlin, 
“Employee Payments to the Widow-of a Deceased Employee,” 34 TAxes 87 (1956). 

*T. D. 2090 (1914) (unpublished); O. D. 1017, 5 CB 101 (1921); I..T. 3329, 
1939-2 CB 153. 

* Louise K. Aprill, CCH Dec. 17,275,.13 TC 707 (1949); Alice M. MacFarlane, 
CCH Dec. 19,235; 19 TC 9 (1952); I. T. 4027, 1950-2 CB 9, 

*Rey. Rul, 58-613, 1958-2 CB 914; To cite but a few of the numerous adverse 
decisions. which -finally resulted in this ruling: Estate of Arthur W.- Hellstrom, 
CCH Dec. 21,191, 24 TC 916 (1955); Ruth Hahn, CCH Dec. 20,249, 13 TCM 308 
(1954); Estate of Ralph Reardon, CCH’ Dec. 21,060(M), 14 TCM 577. (1955); 
Marie Haskell, CCH Dec. 21,133(M), 14 TCM 788 (1955); Estate of Albert W. 
Morse, CCH Dec. 22,916(M), 17. TCM 261 (1958); Estate of John Hekman, CCH 
Dec. 22,363(M), 16 TCM 304 (1957); Ethel G. Mann, CCH Dec. 22,305(M), 
16 TCM 212 (1957) ; Estate of Maycann, CCH Dec. 22,630, 29 TC 81 (1957); Black 
v. Davis, 55-1 ustc § 9361 (DC Ala.); Bledsoe v. U. S., 57-1 uste $ 9211 (DC Md.); 
Linoff v. U. S., 58-1 ustce $9204 (DC Minn.) ; Neuhoff v. U. S., 58-1 ustc $9506 
(DC Fla.); Jones v. Squire, 58-2 ustc 1 9588-(DC Wash.); Carley v. U. S., 58-2 
ustc ¥-9562, 163 F. Supp. 429. (DC Ohio). 
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Death Benefits 


Mr. Yohlin is a partner in the Philadelphia law firm of Polisher, Steinberg and 
Yohlin, as well as a lecturer and writer on federal tax subjects and estate planning. 
He is co-author of Taxation of Deferred Employee and Executive Compensation. 


confusion. The present Internal 
Revenue Code, enacted in 1954, at- 
tempted a more thorough job of 
clarification. 


Provisions of 1954 Code 

These provisions are . applicable 
only where the employee died after 
August, 1954, the enactment date. of 
the present Code. If an employee 
died prior thereto, the present Code 
provisions do not apply, even though 
the payments are made after their 
effective date. 


Section 101(b) states the general 
rule that payments up to $5,000, 
whether in a single sum or otherwise, 
made to the beneficiaries or to the 
estate of an employee, whether or not 
pursuant to a. contractual obligation, 
are tax-exempt if paid by or on behalf 
of an employer and by reason of the 
death of the employee. 

The maximum amount receivable 
tax-free is fixed at $5,000 per em- 
ployee, regardless of the number of 
employers or beneficiaries. If. bene- 
fits in excess of $5,000 are distributed 
to several beneficiaries, the exclusion is 
allocated proportionately among them. 

The exclusion is specifically made 
inapplicable to nonforfeitable rights 
which the employee possessed. prior 


to death, such as unpaid. but accrued 
salary, vacation pay, etc. It does how- 
ever, apply to lump-sum payments 
from a “qualified” pension, profit- 
sharing or similar plan, made within 
one taxable year of the distributee, 
even though nonforfeitable.® 


The exclusion is also made inappli- 
cable to joint and survivor annuities, 
where the employee was the primary 
annuitant, and where the annuity start- 
ing date occurred before the death of 
the employee.’ 


If the annuity is one other than a 
joint or survivor annuity, the value, 
if any but not exceeding $5,000 in 
excess the deceased employee’s 
nonforfeitable rights which accrued 
before death, deemed to be. the 
consideration paid by the employee 
for the annuity, for purposes of de- 
termining the annuitant’s “investment,” 
in the computation of the taxable 
amount under Section 72, dealing with 
the taxation of annuities. After some 
hesitation, the Service has now ruled 
that if the $5,000 exclusion is payable 
within three years, all payments are 
excluded from income tax until the 
$5,000 exclusion has been received, 
after which all payments are. taxable. 
If it is payable over.a longer period, 
the $5,000 exclusion is in effect pro- 
rated as the excludable portion under 


of 


is 





51939 Code Sec. 22(b)(1). 
® Code Sec. 101(b)(2)(B). 
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* Code Sec. 101(b)(2)(C). 





the customary annuity-rule compu- 
tations.*® 


As in the case of insurance pro- 
ceeds, if the death benefits to which 
the exclusion is applicable are retained 
under an agreement to pay interest, 
the interest is taxable.° 


The Regulations describe in detail 
the application of the provisions and 
set forth some worthwhile examples 
on the technical aspects.’® 


Effect of 1954 Code 

The immediate reaction to the pro- 
visions of the 1954 Code was that, 
henceforth, all payments, voluntary 
or contractual, in excess of: $5,000, 
would be taxable. Although Congress 
did not affirmatively so state, it was 
nevertheless felt that the exclusion 
was couched in such general terms as 
to leave no other possible implication. 
Yet a closer study of the numerous 
judicial precedents in this area raises a 
serious question if this is so. _Did Con- 
gress intend by this. enactment to 
overrule these judicial precedents, and 
sweep all payments, without distinc- 
tion, into this omnibus provision? 
Could Congress, as a matter of statu- 
tory construction, accomplish such a 
feat without first affirmatively declar- 
ing that all such payments are tax- 
able, except. for a $5,000 exclusion? 
It would appear that a more definite 
legislative expression would be re- 
quired to reverse the tax treatment 
so consistently accorded voluntary 
payments. 


The only clue to the Congressional 
intention appears in the “general ex- 
planation” of the House Ways and 
Means. Committee Report" which 
states as follows: 


*Rev. Rul. 58-153, 1958-1 CB 43, revoking 
prior Rev. Rul. 57-483, 1957-2 CB 92, which 
would have excluded the first $5,000-in all 
cases even where payable over a period 
longer than three years: 
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“Present law provides a_ special 
exclusion of up to $5,000.00 for pay- 
ments by an employer to beneficiaries 
of a deceased employee. Under exist- 
ing law, however, this exclusion is 
available only where the employer is 
under a contractual obligation to pay 
the death benefits. . . .” 


“Restricting the exemption to bene- 
fits under a contract discriminates 
against those who receive benefits 
where this contractual obligation does 
not exist. To avoid this problem your 
committee’s bill extends this exclusion 
to death benefits whether or not paid 
under a contract.” 


If anything, the committee report 
indicates a desire to liberalize the law 
dealing with such payments rather 
than make it more restrictive. Its 
stated purpose is to end discrimina- 
tion in areas where such exists. It 
could hardly be contended that volun- 
tary payments which had heretofore 
been considered tax-free were being 
discriminated against. On the other 
hand, there are situations where such 
discrimination did exist because of the 
absence of a contract, for example, 
voluntary payments to the estate, 
statutory payments and payments un- 
der a terminable plan. In those situ- 
ations, the $5,000 exclusion would not 
have been available under the 1951 
Act. The 1954 Code provision effec- 
tively removes this discrimination. 


The tenor of the report would imply 
that the committee believed that it 
was dealing with such types of pay- 
ment which would ordinarily be tax- 
able but for this exclusion. There 
is no indication that the committee 
sought to render taxable that which 
the courts had heretofore decided was 
tax-exempt. 

* Code Sec. 101(c). 


* Reg. Sec. 1.101-2. 
* No, 1337, 83d Cong., 2d Sess., p. 14. 
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Moreover, the judicial decisions that 
voluntary payments are tax-exempt 
are grounded on Section 22(b)(3) of 
the 1939 Code, which excludes gifts 
from gross income. This section has 
been retained verbatim in the 1954 
Code (Section 102(a)). Should not a 
taxpayer, therefore, -have the same 
right to prove that a death benefit 
was intended as a gift? 


But if such were the interpretation, 
wouldn’t it so emasculate the changes 
made in the present Code as to ren- 
der them: useless? Their application 
would be restricted, but they would 
hardly be useless. For one thing, the 
aforementioned noncontractual types 
of payments heretofore held fully tax- 
able would now have the benefit of 
the exclusion. But perhaps of para- 
mount importance is the fact that cer- 
tainty will now prevail where none 
existed before. The first $5,000 will 
now be tax-exempt in all events. This 
alone would be justification enough 
for this statutory enactment. 


Dicta Expressions on Effect 
of 1954 Code Provisions 


The first two court decisions to 
comment on the effect of the 1954 
Code amendments took the position 
that, henceforth, all employee death 
benefits in excess of $5,000 would be 
taxable. Both cases, however, in- 
volved payments made prior to 1954 
and in both, the courts held in favor 
of the taxpayers that the payments 
were tax-free gifts. Nevertheless, they 
went on to say that the results would 
have been different had the present 
Code provisions been applicable. 


Thus, in Bounds v. U. S.,% Chief 
Judge Sobeloff stated in a footnote: 

“While this controversy arises un- 
der the Internal Revenue Code of 

#59-1 ustc 79159, 262 F.. 2d 876, 878 
(CA-4). 


57-1 ustc J 9392, 149 F. Supp. 233, 237 
(DCN. Y.). 
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1939, the law has now been amended, 
and the problem with which we are 
here concerned cannot arise in the 
future. The new law rejects the tests 
which have been unsatisfactory in 
practice and unequivocally makes non- 
taxable, payments to the employee’s 
estate or family, made by reason of 
his death; but it imposes a. $5,000.00 
limitation.” 


Similarly, in Rodner v. U. S.*° the 
court stated: 

“The Internal Revenue Code of 
1954 (not applicable here) changed 
this .... To me, the effect of this 
would seem to be to withdraw the 
complete exemption that gratuitous 
death benefits had enjoyed and to sub- 
stitute an exemption up to $5,000.00. 
In the complete revision effected by 
the 1954 Code, the general language 
exempting gifts is controlled by the 
particular language of Section 101(b) 
limiting the exemption of death bene- 
fits to $5,000.00. Gifts in general are 
exempt but gifts in the form of death 
benefits are taxable insofar as they 
exceed $5,000.00.” 


It is unlikely that the effects of the 
1954 provisions were carefully argued 
and considered in either of the above 
cases, since they were not in issue. 
The statements of the courts can 
hardly be regarded as authoritative 
expressions of considered opinions. 


Reed and Cowan Decisions 


The first case which actually in- 
volved the 1954 Code provisions was 
decided in favor of the taxpayer. Reed 
v. U. S.,* involved a typical volun- 
tary payment to the widow of a de- 
ceased officer who had owned about 
5 per cent of the stock of the em- 
ployer-corporation. 


* 59-1 ustc 9264, 177 F. Supp. 205 (DC 
Ky.) aff'd, 60-1 ustc 7.9349, 277 F. 2d 456 
(CA-6). 
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The employee died in 1956 and four 
days thereafter the Board of Directors 
authorized the payment of $37,500, 
equal to 75 per cent of his annual 
salary, to Mrs. Reed. The district 
court stated in its conclusions of law: 


“Section 102(a) of the Internal 
Revenue Code of 1954 contains the 
provision (as did the comparable Sec- 
tion 22(b) (3), of the 1939) that gross 
income. does not include amounts re- 
ceived as gifts; and the meaning of 
that provision is not changed by the 
provisions of Section 101(b) of the 
1954 Code... .. No part of the afore- 
said gift to.Grace P. Reed is, by 
reason of Section 101(b), includible 
in taxable income; and such gift is 
not subject to the limitation of the 
$5,000.00 exclusion provided in that 
Section.” 


The Reed decision was affirmed by 
the Sixth Circuit. without. comment. 
Immediately thereafter, the Commis- 
sioner announced that he would not 
follow this decision and asserted that 
the position of the Service would 
continue to be that all employee death 
benefits, gratuitous or otherwise, are 
now controlled by Section 101(b).%° 


The next case involving this issue 
arose in a. district court in the Fifth 
Circuit. In Cowan v. U. S.,* the court, 
relying on the Reed decision, held that 
payments by an employer of $30,000 
to a widow of a deceased employee 
were not taxable despite the provisions 
of Section 101(b) of the Code. The 
Commissioner, in liné with his an- 
nouncement that he would. not follow 
the Reed case, appealed to the Fifth 
Circuit. Recently, and without expla- 
nation, the appeal was withdrawn. 
Thus, the Service has abandoned the 
opportunity to litigate the issue anew 
in a different circuit. 


At first blush, this latest move by 
the Commissioner would appear to be 
peculiar indeed, especially since he 
has recently been armed with some 
powerful ammunition by several favor- 
able Tax Court decisions and by some 
language in a Supreme Court decision, 
which could also be interpreted favor- 
ably. However, a careful analysis of 
these cases which, on first glance, 
would appear to contradict the Reed 
and Cowan decisions, indicates no 
such conflict. 


Recent Decisions of Supreme Court 
on Question of Gift v. Compensation 


Anew element was added to the 
boiling caldron in 1960 by the United 
States Supreme Court.. Historically, 
the whole controversy in this area 
was originally touched off. by the 
Supreme Court: back in 1937 in its 
decision in the Bogardus case, which 
involved payments. by a corporation 
to former employees. of another cor- 
poration which it had acquired. In 
holding the payments to be gifts, the 
Supreme Court had said: 


“A gift is nonetheless a gift because 
inspired by gratitude for the past 
faithful service of the recipient.” *” 


This very language had been quoted 
in numerous cases in support of the 
conclusion that gratuitous employee 
death benefits were gifts and, there- 
fore, nontaxable. Now the Supreme 
Court decided, after a lapse of some 
23 years, that it was time it took an- 
other look at the concepts involved 
in the distinctions between gifts and 
compensation. The sum total of its 
efforts is set forth in three decisions 
rendered on the same day: U. S. v. 
Kaiser, 60-2 ustc J 9517, 363 U. S. 299; 
Commissioner v. Duberstein, 60-2 UsTc 
7 9515, 363 U. S. 278; and Stanton v. 
U. S., &-2 uste J 9515, 363 U. S. 278; 





* Rey. Rul, 60-326, IRB 1960-42. 11. 
* 60-2 ustc J.9674, — F. Supp. — (DC 
Ga.). 
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* Bogardus v; Commissioner, 37-2 ustc 


7 9534, 302.U. S. 34. (1937). 
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all decided on June 13, 1960. The in- 
herent complexity of this problem of 
gift versus income is perhaps best 
illustrated by the way the Supreme 
Court divided on the question. In the 
Kaiser case, the Court upheld a jury 
verdict that union payments to a 
striker during the lengthy walkout at 
Kohler Company in Wisconsin had 
been gifts and hence not taxable. No 
majority opinion could be mustered. 
Four judges concluded the jury’s de- 
cision must stand. Two judges in a 
concurring opinion admitted that it 
was “a very close question” but found 
sufficient evidence that “the union was 
exercising a wholly charitable func- 
tion.” Three judges disagreed in a 
strongly worded dissent. 


In the Duberstein case, the Court, 
by an eight to one vote, held that a 
Cadillac given by a corporation to one 
Duberstein after he had gratuitously 
suggested some. customers, was tax- 
able income. Five judges joined in 
the. majority opinion. Two judges 


merely concurred in the result. One 


judge wrote his own concurring opin- 
ion and one judge dissented. 


In the Stanton case, the issue at 
stake was whether a “gratuity” of 
$20,000 given by Trinity Church in 
New York to its controller upon his 
resignation constituted taxable income. 
A five-man majority sent the case 
back to the trial court for more ex- 
plicit findings. Two judges dissented 
on the ground that the payment was 
clearly taxable. The other two were 
equally certain that the payment was 
tax-free. On remand, the trial court 
again concluded the payment was a non- 
taxable gift. 60-2 § 9703, — F. Supp. 
—(DC N. Y.). 


So there it is. Small wonder that 
lesser courts have been equally con- 
fused by this knotty problem. It had 
been hoped, and in fact the govern- 
ment had so urged, that the Supreme 
Court would at last set forth specific 


Death Benefits 


and simple criteria for the determi- 
nation of what constitutes gifts and 
what income. The Treasury Depart- 
ment suggested that the rule should 
be that gifts are transfers of property 
made for personal reasons as distin- 
guished from business reasons, The 
Court refused to oblige and specifi- 
cally rejected this test. But in the 
welter of all of this confusion, the 
Court did utter some readily quotable 
language which, interestingly enough, 
has been relied on to support con- 
clusions on both sides of this issue. 
The question, said the Court, was 
“basically one of fact, for determina- 
tion on a case-by-case basis.” “A gift 

. proceeds from a ‘detached and 
disinterested generosity’ .. . ‘out of 
affection, respect, admiration, charity 
or like impulses.”” The Court went 
on to say, however, that there is no 
basis in the law which would support 
the government’s contention that a 
payment by a corporation cannot be 
a gift and rejected the proposition 
that. “there can be no such thing as 
a ‘gift’ made by a corporation which 
would allow it to take a deduction for 
an ordinary and necessary expense.” 
Recently, the Tenth Circuit Court of 
Appeals relied on this language in the 
Duberstein case, in affirming a district 
court finding that the payment to the 
widow was a nontaxable gift. U. S. 
v. Kasynski, 60-2.ustc J 9792, — F. 2d 
— (CA-10). 


Recent Tax Court Decisions 
in Pierpont and Kuntz 


The Tax Court, which had held 
repeatedly and with unusual consist- 
ency that gratuitous employee death 
benefits were tax-free, has of recent 
seized upon some of the above quoted 
Supreme Court language as a man- 
date to change its mind. In the first 
case before it, to which the provisions 
of the 1954 Code were applicable, 
Estate of Mervin G. Pierpont, the Court 
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held on the basis of the Duberstein 
decision that the payments .to the 
widow of a deceased corporate offi- 
cer, who owned two thirds of the 
stock, were taxable.* The maxim 
that bad cases make bad law is in- 
deed applicable here. The corporate 
minutes authorizing the payments 
were carelessly drawn and reflected 
that, “consideration also was given to 
the continuation of salary. payments” 
of the decedent.. The Tax Court 
pointed to this language as evidence 
that the dominant intention of. the 
donor was to pay additional compen- 
sation in respect of the decedent’s 
services. The Court found no evi- 
dence that the benefits were gener- 
ated by the widow’s needs or out of 
a sense of generosity. More impor- 
tantly, the Court refused to pass on 
the question whether Section 101(b) 
rendered all such payments taxable in 
any event, Taking cognizance of the 
Reed and Cowan decisions, it brushed 
aside this question since it found the 
payments were not in the nature of 
gifts. 


In Estate of Martin Kuntz, Sr,” 
another case involving the 1954 Code 
provisions, the Tax Court again side- 
stepped the issue of the applicability 
of Section 101(b) but found the pay- 
ments to be nevertheless taxable. Here, 
too, the corporate resolution referred 
to “additional compensation,” and “in 
consideration of services rendered.” 
Moreover, the corporation had adopted 
a separate resolution authorizing the 
first $5,000 payment as nontaxable 
under Section 101(b), as if recog- 
nizing that the subsequent paymeiits 
would fall into a different category. 
The Court contrasted this language 
with the corporate resolution in the 
Reed case where it was stated that: 
“The payment . . ; was intended to 

*CCH Dec. 24,408, 35 TC —, No. 10 
(1960); But see U. S. v. Kasynski, 60-2 ustc 


{ 9792, — F. 2d — (CA-10), where the Tenth 
Circuit Court of Appeals relied on Duberstein 
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be and was made-as a material ex- 
pression of sympathy, generosity and 
kindness to the widow of a deceased 
employee.” 


The appropriateness of. the Tax 
Court’s reliance on the Duberstein de- 
cision in these two cases may well 
be criticized. Aside from the ques- 
tionable applicability of the Supreme 
Court language taken out of context, 
there is a valid distinction between 
the Duberstein case and the cases in- 
volving employee death benefits. In 
the Duberstein case, the payment was 
made directly to the person who had 
rendered the services and who had 
not otherwise been rewarded, cer- 
tainly a circumstance more persua- 
sive of compensation ; whereas, in the 
latter cases the payment was not made 
to the employee, who had already been 
fully compensated, but to his widow, 
a circumstance more consistent with 
“generosity,” “charity or like impulses.” 
(Words used by the Supreme Court 
in Duberstein. ) 


But, perhaps, the real object lesson 
of these two recent Tax Court de- 
cisions is that lawyers ought to use 
extreme care in drafting corporate 
resolutions and should do so with an 
awareness of the latest cases on the 
subject. One may well criticize this 
entire controversy as a battle in se- 
mantics but when the test is one of 
intention, the language used could 
well be the determining factor. How 
else can one glean what was in the 
mind of the payor? 


Summary of Present Status 


Thus, the status at the moment is 
two district court decisions (one af- 
firmed by the Sixth Circuit) which 
hold that Section 101(b) does not pre- 
clude tax-free gifts in excess of $5,000 





to affirm a district court finding that the 
payment was a nontaxable gift. 

*CCH. Dec. 24,463(M), 19. TCM. 1379 
(November 22, 1960). 
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to widows of deceased employees and 
two Tax Court decisions which re- 
fused to pass on this issue but found 
factually that the payments involved 
were not gifts, and thus taxable. One 
can modestly conclude from these de- 
velopments that there is a great deal 
less certainty now than there was in 
the wake of the enactment of Section 
101(b) that the issue had finally been 
resolved. That, perhaps, best explains 
why the Commissioner has withdrawn 
his appeal in the Cowan case from the 
Fifth Circuit. 

The choice of the judicial forum 
where the issue is to be litigated may, 
therefore, be of vital importance. Ob- 
viously, at least for the present, the 
taxpayer's chances for success are 
much more favorable in the district 
court than in the Tax Court. This 
would be sufficient reason for the tax- 
payer to pay the tax deficiency im- 
posed by the Commissioner, so as to 
permit the district court to assume 
jurisdiction. If he resists the deficiency 
his only recourse is to the Tax Court. 


In any event, taxpayers who wish 
to preserve the opportunity of tax- 
free treatment of benefits in excess of 
$5,000 should exercise care that the 
payments do not fall into one of 
several categories which have been 
consistently held to be taxable. 


Types of Payments 
Which Are Taxable 


Death benefits paid pursuant to an 
employment contract or other legal 
obligation have always been held to 
be taxable income to the recipient. 
Moreover, there are certain factual 
situations where payments, though 
voluntary, have also been held tax- 
able. They are recognized exceptions 
to the general rule. 


*” Brayton v. Welch, 41-2 ustc $9539, 39 
F. Supp. 537 (DC Mass.); Estate of Edward 


CCH Dec. 
Death Benefits 


Bausch, 17,728, 14 TC 1433 


Payments to Employee's Estate 


If the payment is not. made to the 
widow or other beneficiary, but to 
the deceased employee’s estate, it has 
usually been held to be taxable even 
though voluntary.*®. The reason is 
that the estate stands in the place of 
the decedent. Had the decedent sur- 
vived, the payments would have been 
compensation to him for services 
which he had rendered, and any right 
to receive such payments is acquired 
by the estate through the decedent. 


However, in the latest decision in- 
volving a payment to the estaté, the 
Tax Court adopted a liberal and less 
technical point of view. In Estate of 
Frank Foote,™ it held that such pay- 
ments were nevertheless tax-free gifts. 
Realistically, the court pointed out 
that payment to the estate rather than 
the widow is but one of the many 
factors to be considered in ascertain- 
ing the intention of the employer, the 
ultimate question being, did the em- 
ployer intend a gift or compensation ? 
Here the court was persuaded a gift 
was intended and the only reason it 
was made to the estate was to insure 
its enjoyment by those the decedent 
wanted to benefit, as reflected by the 
provisions of his will. Nevertheless, 
it would still appear prudent to avoid 
payment to the estate, if possible. 


Payments Pursuant 
to Voluntary Plan 


Employers frequently establish volun- 
tary plans providing for various types 
of benefits including some form of pay- 
ment on death. These plans follow no 
uniform pattern, but, in common, they 
are terminable at will. Thus, in a 
strict sense the payments are “volun- 
tary.” Nonetheless, they are considered 
taxable. The reasoning is that the 


(1950), aff'd, 51-1 ustc 9146, 186 F. 2d 
313 (CA-2). 
™CCH Dec. 22,406, 28 TC. 547 (1957). 


421 





employee, in taking employment, nor- 
mally regards these fringe benefits as 
additional compensation for his serv- 
ices, even though he depends on the 
good faith of the employer for pay- 
ment.”? 


It appears that the more the Treas- 
ury Department lost on the issue of 
“gift” versus “compensation,” the more 
it intensified its efforts-to find a “plan” 
so as to come within this exception. 


Thus, in the case of Ruth Hahn ®* it 
was argued, though not very strenu- 
ously, that since the corporation made 
similar payments in three prior in- 
stances, it thereby established a policy. 
The Court rejected the argument. 

Rodner v. U. S:,%* involved nine 
similar payments to widows. Never- 
theless, the court concluded that it 
was impossible to spell out a plan, 
“because no pattern as to the amount 
of payments is apparent.” 


In the Reed case, a “nlan” again 
was alleged even though only three 
payments to other employees’ widows 
were involved. 


Payments Pursuant to Statute 


Many states, by statute, provide 
for death benefits to widows of de- 
ceased public servants, such as fire- 
men, policemen, etc. Although such 
payments are not, strictly speaking, 
“voluntary,” it has been argued that 
they were intended by the legislatures 





S., 58-2 ustc 9 9923, 261 
U. S., 42-2 ustc 
Estate of Edgar V. 
O’Daniel, CCH Dec. 16,343, 10 TC 631 
(1948), aff'd, 49-1 ustc § 9235, 173 F. 2d 
966 (CA-2); I. T. 3840, 1497-1 CB 7. See, 
also, Estate of Rose-A. Russek; CCH Dec. 
24,648(M), T. C. Memo. (January 31, 1961). 

* CCH Dec. 20,249(M), TCM 308 (1954). 

* 57-1 ustc J 9392, 149 F. Supp. 233 (DC 
M2). 

* V arnedoe Vv. Allen, 46-1 ustTc q 9293, 67 
F. Supp. 152 (DC Ga.), aff’d, 46-2 ustc 
7 9395, 158 F. 2d 467 (CA-5), cert. den., 
330 U. S. 821; I. T. 3972, 1949-2, CB 15. 


= Simpson v. U. 


F. 2d 497 (CA-7); Sutro v. 


79523 (DC Cal.); 
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as gratuities. Nevertheless, such pay- 
ments are considered taxable. The 
reasoning is that the death benefit is 
an inducement to employment and 
must be considered as part of com- 
pensation,”® 


Payments in Nature 
of Dividends 


Where the deceased employee was 
the majority stockholder, the Com- 
missioner has, at times, advanced the 
argument that the payment was merely 
a disguised dividend: Thusfar, this 
contention has not met with any suc- 
cess.” However, the argument may 
yet prove to be persuasive and cer- 
tainly the Treasury Department shows 
no intention of abandoning this at- 
tack. On the contrary, in its most 
recent announcement, it emphasizes 
anew that it will contest payments on 
this basis where appropriate. Should 
the dividend argument prove success- 
ful, it is likely that even the $5,000 
exclusion would be denied on the 
ground that the payment was not a 
death benefit as required by Code 
Section. 101(b). Moreover, in such 
circumstances, the corporation would 
logically be denied a deduction.” 


It would, therefore, appear prudent 
to exercise particular care where pay- 
ments are provided for the widow of 
a deceased majority stockholder and 
not rely blindly on the decided cases. 
The payment would be particularly 


* U.S. v. Bankston, 58-1 ustc § 9495, 254 
F, 2d 641 (CA-6), decedent owned 89 per- 
cent of stock; Jackson v. Granquist, 57-2 ustc 
7 9713, 169 F. Supp. 442 (DC Ore.), dece- 
dent owned 100 percent of common, 81% 
percent of preferred stock; Louise K. Aprill, 
cited at footnote 3, decedent owned 82 per- 
cent of stock; Marie G. Haskell, cited at 
footnote 4, decedent owned . controlling 
interest. 

* See, Union Stock Farms, 59-1 ustc J 9317, 
265 F. 2d 712 (CA-9), aff’g, on this point, 
CCH Dec. 23,341(M), 14 TCM 1188 (1955), 
where deduction for amount paid to widow 
disallowed on the ground that it was a 
dividend. 
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vulnerable on this basis in the ab- 
sence of a dividend policy, and where 
the decedent and members of his family 
were practically the sole owners of.all 
of the stock of the corporation. 


Payments Which Are Not Ratified 
by Stockholders 


One of the factors sometimes men- 
tioned in determining the intention of 
the corporation in making the pay- 
ments is whether the corporate reso- 
lution received the endorsement of 
the stockholders. The theory is that 
the board of directors can provide for 
payments of compensation, but only 
the stockholders have the capacity to 
make gifts.*® 

This factor alone is never. conclu- 
sive; in the more recent decisions, it 
is sometimes merely cOmmented on 
and, more often, ignored. Neverthe- 
less, it would appear prudent to have 
the resolution ratified by stockholders 
wherever possible. 


Deductibility of Payments 
by Employer 

One might assume that whether or 
not post-death benefits are deductible 
by the employer would depend on the 
tax treatment of the payments to the 
recipient. Were symmetry a funda- 
mental concept in tax law, the pay- 
ment, if taxable, would result in a 
corresponding deduction and if a gift, 
no deduction would be allowed. In 
the Duberstein case, the government 
advanced this view and was rejected 
by the Supreme Court. 

There are no specific statutory pro- 
visions dealing with the deductibility 
of such payments. The $5,000 exclu- 
sion, previously discussed, relates only 


to the income tax treatment of the 
amounts received. The Code is silent 
on the question of deductibility of such 
amounts by the employer. Warrant 
for the deduction must, therefore, be 
had within the language of Section 
162(a) of the Code, which, in general 
terms, provides for the deduction of 
“all ordinary and necessary expenses” 
of a business. 


Contractual Payments 


If the post-death payments are made 
pursuant to an employment contract, 
there is little difficulty in establishing 
the right to a deduction. Such pay- 
ments are in the nature of additional 
compensation for prior services, and 
the normal rules governing the rea- 
sonableness of salaries would. simi- 
larly apply. Deductions were allowed 
in one instance for 25 years *° and in 
another for 20 years.*° However, as 
a general proposition, the taxpayer 
would have the burden of proving 
that the post-death payments, when 
added to the regular salary paid the 
employee, constitute reasonable com- 
pensation.™ 


Voluntary Payments 

The deductibility of voluntary pay- 
ments is less settled. Regulations 45, 
issued under the Revenue Act of 1918, 
provided as follows: 

“When the amount of the salary of 
an officer or employee is paid for a 
limited period after his death to his 
widow or heirs, in recognition of the 
services rendered by the individual, 
such payments may be deducted.” 

The provision remained unchanged 
in subsequent regulations under the 


1939 Code.*? In I. T. 3329, the Com- 





* Brayton -v. Welch, cited at footnote 20; 
Ruth Hahn, cited at footnote 4. 

* FT T. Cushman Manufacturing Company, 
CCH Dec. 13,580(M), 2 TCM 978 (1943). 

® Bleichroeder Bing & Company, Inc., CCH 
Dec. 19,459(M), 12 TCM 11, (1953). 
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* Seavey & Florsheim Brokerage Company, 
CCH Dec. 10,978, 41 BTA 198 (A. 1940-1 
CB 4). 

* Reg. 118, Sec. 39.23(a)-9. 





missioner ruled voluntary payments 
over a two-year period were nontax- 
able gifts but, nevertheless, deductible. 


Following the enactment of the 1954 
Code, Regulation Section 1.162, per- 
taining to business expenses, omitted 
for the first time the above-quoted 
provision. Instead, authority for the 
deduction must now be found under 
the regulation dealing with deferred 
compensation arrangements which 


provides as follows: 


“Similarly, if amounts are paid as 
a death benefit to the beneficiaries of 
an employee (for example, by con- 
tinuing his salary for a reasonable 
period), and if such amounts meet the 
requirements of Section 162 or 212, 
such amounts are deductible under 
Section 404(a)(5) in any case when 
they are not deductible under the other 
paragraphs of Section 404(a).” *° 


The Service has not explained its 
reasons for the change. It seems likely, 
however, that this. is but another step 
in preparing the groundwork for argu- 
ing that under the 1954 Code all pay- 
ments, voluntary or otherwise, are in 
the nature of deferred “compensation” 
rather than gifts. 


In the alternative, the Service may 
be strengthening its position to con- 
tend that a deduction is permissible 
only if it is in the nature of “compen- 
sation” but not if it is a “gift.” 


Based on the wording of the Regu- 
lations under the 1939 Code, the pre- 
requisites for deductibility were that 
the payments be for a “limited period” 
and “in recognition of the services” 
of the employee. Where the corpo- 
rate resolution recited that the pay- 
ments were “in recognition” of services, 


* Reg. Sec. 1.404(a)-12. 

* McLaughlin. Gormley King Company, 
CCH Dec. 16,622, 11 TC 569 (1948); W. D. 
Haden Company, CCH Dec. 15,103(M), 5 
TCM 250 (1946), 48-1 ustc ¥ 9147, 165 F. 
2d 588 (CA-5) (aff’g in part and rev’g in 
part). 

* Case cited at footnote 34. 
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the Commissioner invariably argued 
that compensation was intended and 
that taxability should result. The 
courts have refused to be influenced 
by this argument, realistically recog- 
nizing that this almost ritualistic 
language is employed to assure deducti- 
bility.. Where the evidence indicated 
that the payments were motivated 
primarily by feelings of sympathy for 
the widow rather than in recognition 
of past services, the deduction was 
disallowed." 


It should be noted, however, that 
in the McLaughlin. Gormley King 
Company case,® frequently cited as 
authority for nonductibility, the Com- 
missioner had already allowed deduc- 
tions for 28 months. The sole issue 
in the case was deductions beyond 
that period. The Court did hint, how- 
ever, that it might not have been as 
liberal as was the Commissioner. 


The term “limited period,” as would 
be expected, was found difficult to 
define with any degree of mathemati- 
cal exactness. The concept was obvi- 
ously related to reasonableness of 
amount, though that consideration was 
unexpressed. Administratively, the 
Commissioner appeared to follow the 
policy of recognizing salary continu- 
ations for, roughly, two-year periods.** 


The. Commissioner finally aban- 
doned this concept of a “limited pe- 
riod” and substituted the criterion of 
reasonableness. If the amounts. are 
reasonable, probably not exceeding 
the equivalent of two years’ salary, 
the actual payments may be stretched 
over a longer period.*” 


In line with his new policy to treat 
such payments under the general cate- 


*T. T. 3329, cited at footnote 2; Mc- 
Laughlin Gormley King Company, cited at 
footnote 34 (28 months); J. Putnam, Inc., 
CCH Dec. 17,785, 15 TC 86 (1950) (two 
years); Louise K. Aprill, cited at footnote 3 


(22 months). 
* Rey. Rul. 54-625, 1954-2 CB 85. 
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gory of deferred compensation, the 
Commissioner subsequently modified 
this ruling to allow the deduction to 
an accrual basis taxpayer, only upon 
actual payment, even if accrual of a 
fixed obligation would otherwise be 
proper.** 

A recent. Tax Court decision indi- 
cates that the Service may not be able 
to sustain such a position. 


In Champion Spark Plug Company,** 
it was held that an accrual basis em- 
ployer could deduct, in 1953, the full 
amount of its commitment to pay 
about $33,000 to a widow over a pe- 
riod of some 30 months, commencing 
in January, 1954. The deduction was 
authorized as an ordinary and neces- 
sary business expense and not as pay- 
ment of deferred compensation. 


In the recent case of Fifth Avenue 
Coach Lines, Inc.,*° the Tax Court per- 
mitted deductions totalling $90,000, the 
equivalent of decedent’s salary for 31 
months. The fact the payments were 


gratuitous did not preclude a deduction. 


See also, Peters v. Smith,** where 
the Third Circuit stated in a footnote: 


“Of course a gift may be business 
expense and as such a legitimate 
deduction in the donor’s income tax 
computation.” 


However, where the payment has 
been held to be a disguised dividend, 
the deduction has been disallowed.*” 


Conclusion 

Since the possibility remains, even 
the likelihood, that voluntary pay- 
ments in excess of $5,000 may still 
escape income tax under the 1954 
Code, meticulous attention to details 
should be paid to attain the desired 
tax treatment both for the payor and 
the recipient. If the provisions of the 
1954 Code are finally interpreted not 
to tax gratuitous payments, it is more 
than likely that the Treasury Depart- 
ment will carefully scrutinize such 
benefits in all instances, in the hope 
of finding some circumstance which 
will nevertheless remove the tax shield. 
The crucial question will again be the 
intention of the employer and the facts 
should be consistent with a “gift” 


rather than with “compensation.” 
[The End] 


TRAVEL DEDUCTIONS BROADENED BY IRS 


The IRS has recognized that a state capital is no longer 
necessarily the principal place of business of a state legislator 
who devotes all his time to being a legislator. Hence, if the 
area he represents is his principal place of business, he may 
deduct traveling expenses (including the cost of meals and 
lodging) while on overnight trips incident to attending ses- 
sions of the legislature at the state capital. Conversely, if a 
state capital is the principal place of business of a state legis- 
lator, the traveling expenses of overnight trips to the area 
represented would be deductible, as under the old, general rule 
of I. T. 3842, which has been modified. In new ruling (Rev. 
Rul. 61-67) whether the area which a member of a state legis- 
lature represents or a state capital is the principal or the minor 
post of duty depends primarily, IRS says, upon the length of 
time the member is usually required to spend at each of the 
locations for business purposes. 





* Rev. Rul, 55-212, 1955-1 CB 299. 

” CCH Dec. 22,978, 30 TC 295, aff’d, 59-1 
ustc { 9438, 266 F. 2d 347 (CA-6); N. A. 
1958-2 CB 9. 


“CCH Dec: 23,477, 31 
(in part) IRB 1959-36, 7. 

“55-1 ustc 9346, 221 F. 2d 721 (CA-3). 

“ Union Stock Farms, cited at footnote 27. 
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Taxation of United States| 


in Foreign Countries 
By RICHARD H. KALISH 


The author is a certified public accountant in New York State and is 
a member of the staff of the accounting firm of Peat, Marwick, Mitchell & 
Co., New York City. Mr. Kalish is also a member of the Committee on 
Foreign Governments Taxation of the New York State Society of CPA's. 


ITH THE CURRENT TREND toward expansion of American 

business in foreign. markets, the need for United States personnel 
to relocate in such areas as Europe, Asia, South and Central America, 
etc., is becoming more acute. In many cases relocation presents tax 
problems which are totally unforseen by the individual at the outset. 
In other cases there may be hidden tax benefits which can provide 
added inducements, particularly in the case of exective and technical 
personnel, which could very well make relocation very attractive. 
Although there aré many other factors to be considered in moving 
into a foreign land, such as cost of living, climate and facilities for 
families, we will cover only some of the tax considerations faced by the 
United States citizen accepting employment abroad. 


Section 911. Exclusion 


A basic proposition to be kept in mind throughout this discussion 
is that a United States citizen is taxable on income from sources both 
within and without the United States in the absence of specific statu- 
tory authority granting exclusion. Under certain conditions, however, 
income earned abroad by United States citizens is exempt from federal 
taxation, either in whole or in part. Such exclusion is provided in 
Section 911 of the 1954 Internal Revenue Code as amended. Section 
911 provides two basic rules for such exclusion. At the outset it 
should be ‘noted that Section 911 applies only to individuals who are 
citizens of the United States. It does not apply to corporations nor 
to aliens even though they may have been resident aliens prior to their 
departure for an overseas job. Nor does Section 911 apply to United 
States citizens who are employed in possessions of the United States. 
Citizens so employed are covered by Sections 931 through 933 of the 
1954 Internal Revenue Code. 

Section 911(a)(1) provides that a United States citizen is exempt 
from the federal income tax on earned income if the following con- 
ditions are met. First, he must be a bona-fide resident of a foreign 
country. In determining whether United States citizens are bona-fide 
residents of a foréign country or countries the tests applicable will be 
generally those used in ascertaining whether an alien is a resident. of 
the United States (IT 3642, 1944 CB 262, Treas. Reg. Sec. 1.911-1 
(a)(2)). The Internal Revenue Service and the courts will look at all 
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Citizens Employed 


facts and circumstances in each par- 
ticular case to determine the citizens 
status as a resident or nonresident 
of the United States. Some of the 
factors deemed to be pertinent are as 
follows: 


(1) An employment in a foreign 
country for an indefinite duration is 
indicative of residence (White v. Hof- 
ferbert, 50-1. ustc J 9197, 88 F. Supp. 
457 (DC Md.) ; Wynekoop, CCH Dec. 
18,279(M), 10 TCM 380). Employ- 
ment for a limited undertaking in a 
foreign country is indicative of no 
change of residence (Downs, CCH 
Dec. 15,431, 7 TC 1053, aff’d 48-1 ustc 
{ 9159 166 F. 2d 504 (CA-9), cert, den., 
334 U. S. 832). 

(2) The payment of foreign taxes 
to a foreign government may indicate 
residence (Harvey, CCH Dec. 16,231 
10 TC 183(A)). Nonpayment of taxes 
may indicate no residence (Johnson, 
CCH Dec. 15,430 7 TC 1040). 

(3) The fact that the employee takes 
his family with him to his foreign 
places of employment indicates a 
change of residence abroad (Baehre, 
CCH Dec. 17,841, 15 TC 236). The 
fact that the employee’s family resides 
in the United States while he is abroad 
is a factor weighing against a foreign 
residence determination (C. Weeks, 
CCH Dec. 18,081, 16 TC 248(A)). 

(4) Where the taxpayer 
and maintains his own quarters at his 
own expense, residence is indicated 


(Bouldin, CCH Dec. 15,765, 8 TC 


chooses 
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959(A)). However, where the tax- 
payer is required to or does live in 
lodgings provided for him by his em- 
ployer and at the employer’s expense, 
a finding that he has not established 
a foreign residence may be. found 
(Glascock, CCH Dec. 16,616(M), 7 
TCM 675). 

None of the above factors in and of 
themselves have been considered by 
the courts or the Internal Revenue 
Service to be conclusive. The ulti- 
mate burden of proof as to the estab- 
lishment of a foreign residence rests 
with the taxpayer. His intent to 
establish a foreign residence must be 
indicated by some overt act (Cruise, 
CCH Dec. 17,039 12 TC 1059). 

Second, his presence in a foreign 
country or countries must be “for an 
uninterrupted period which includes 
an entire taxable year.” The Treas- 
ury Department has indicated (Tar 
Guide for U. S. Citizens Abroad, Pub. 
No. 54 (Rev. 9-59), 1960 Edition) that 
the word “uninterrupted” refers to 
the bona-fide residence proper and not 
to the physical presence of the citi- 
zen. Thus, during the period of bona- 
fide residence in a foreign country 
(even during the first year) an em- 
ployee can leave the country for brief 
or temporary trips back to the United 
States or elsewhere. For example, he 
may return to the United States in 
order to transfer his family abroad 
once he has found suitable accommo- 
dations, or arrange for the renting of 


427 





a house and sale of furniture, or for 
other business or personal -reasons 
(Page 24 T. C.52; Walker, CCH Dec. 
22,283(M), 16 TCM 171, T. C. Memo 
1957-40). -The important point here 
is that he must have a clear intention 
of returning from such trips, without 
unreasonable delay, to his foreign 
residence or to’a new bona-fide resi- 
dence in a foreign country, in order 
to preserve his status as a bona-fide 
resident of. a foreign country. The 
mere fact that the employee is work- 
ing abroad for an. uninterrupted period 
including an entire tax year does not 
mean that he acquires a foreign resi- 
dence. Again all of the factors must 
be examined as noted above. 


Third, the employee must receive 
earned.income for personal. services 
rendered outside the United States. 
The term “earned income” as defined 
in Section 911(b) of the 1954 Code 
includes wages, salaries, commissions, 
bonuses, per diem payments and al- 
lowances for ‘expenses paid to em- 
ployees by corporations. The term 
also includes. professional fees - and 
partnership income under certain cir- 
cumstances, but since we are dealing 
with corporate employees we shall not 
explore this aspect of earned income. 
Contributions to pension funds on be- 
half of employees abroad may under 
certain circumstances qualify as earned 
income. This problem will be treated 
in more detail later in our discussion. 


Fourth, the earned income must be 
attributable to the uninterrupted pe- 
riod of: bona-fide residence. The ex- 
clusion provided in Section 911(a) (1) 
is not dependent on when the “earned 
income” is paid to the employee.. It 
can be paid to him while he is em- 
ployed overseas or when he returns 
to the United States (Treas. Reg. Sec. 
1.911-1(a)(6)). The. test applied is 
whether he was a bona-fide resident 
of a foreign country when he per- 
formed the personal services for which 
he is receiving the income. 


428 


May, 1961 @ 


Fifth, the earned income is not paid 
by the United States Government or 
one of its agents or instrumentalities. 
Except for this requirement Section 
911 is silent as to the source of pay- 
ment. Thus, it is immaterial whether 
the United States citizen is perform- 
ing services for a foreign branch of a 
United States corporation, a foreign 
subsidiary of a United States corpo- 
ration, or a foreign corporation unaf- 
filiated in any way with a United 
States corporation. 


Section 911(a)(2) provides for a 
limited type of tax exemption in the 
event a United States citizen in a 
foreign country fails to qualify for 
tax exemption under the bona-fide 
residence test. Briefly, under this test, 
the earned income of an employee is 
tax-exempt up to $20,000 per year if 
(1) he is present in a foreign country 
or countries for a total of at least 510 
full days during any period of 18 con- 
secutive months; (2) his earned in- 
come is for personal services rendered 
outside of the United States; (3) his 
earned income is attributable to the 
18-month period; and (4) it is not 
paid by the United States Govern- 
ment or one of its agencies or instru- 
mentalities. Without going into an 
extensive discussion of Section 911 
(a)(2) since it will not serve our 
purpose, the important point to re- 
member is that the United States 
citizen must be paid for his services 
during the tax year in which his quali- 
fying 18-month period runs. If he 
receives payment in the following tax 
year, no part of which falls within 
the 18-month period, his earned in- 
come is taxable, even though it is in 
payment for services which he per- 
formed abroad (I. R. S. Pub. No. 54, 
Rev. 9-59). 

Although the time when the em- 
ployee receives payment may be of 
significance, under the physical pres- 
ence test, the place where payment is 
made. is immaterial in all instances. 
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He can receive his earnings at his 
foreign place of employment or else 
they can be deposited in a bank ac- 
count in the United States or, for 
that matter, in any other place in the 
world. In any case, the place of pay- 
ment will: not affect the benefit ac- 
corded by Section 911, Later in our 
discussion we will see the importance 
this can have under certain circum- 
stances, 


One further point with which the 
corporate employee should be con- 
cerned is the tax effect of his foreign 
employment on his stock bonus, pen- 
sion, profit-sharing or annuity plan 
benefits, after he terminates his em- 
ployment. by retirement. The Internal 
Revenue Service has held that a dis- 
tribution under or pursuant to a fund, 
stock bonus, pension, profit-sharing 
or annuity plan by. a domestic trust 
or insurance company to a nonresi- 
dent citizen is excludable from the 
gross income of the recipient only to 
the extent the payment represents 
(a) a return of the employee’s own 
contribution, or (b) amounts actually 
contributed by the employer because 
of the employee’s services during an 
uninterrupted period (which includes 
an entire taxable year) of bona-fide 
residence in a foreign country or 
countries. To the extent such pay- 
ments represent earnings on and ac- 
cretions to contributions of either the 
employer or. employee they accord- 
ingly are includible in gross income. 
(Rev. Rul. 59-278, IRB 1959-35, 19; 
Rev. Rul. 56-125, 1956-1 CB 627; IR 
Mim, 71, 1952-2 CB 170). 


Pension payments out of current 
operating funds by a domestic em- 
ployer direct to a retired citizen living 
in the United States with respect to 
services rendered to the employer by 
the citizen while he was a resident 
of a foreign country may be partially 
or even wholly exempt under Sec- 
tion 91l(a)(1) (See Rev. Rul. 55-294, 
1955-1 CB 368). If the taxpayer’s 
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pension is determined, in whole or in 
part, by the amount of his compen- 
sation, then that part of the pension 
which is based on his compensation 
for work performed while he was a 
bona-fide resident of a foreign coun- 
try is tax-exempt. The portion of his 
pension based on compensation paid 
for work performed while he was not 
a bona-fide foreign resident is includi- 
ble in gross income. 


If the recipient of a pension merely 
qualified under Section 911 (a) (2), the 
physical presence test, then the pen- 
sion payments are generally includi- 
ble in income. 


Taxation on the remittance basis.— 
With this brief background in mind, 
let us explore the possible tax advan- 
tages to United States employees be- 
ing transferred to overseas posts of 
employment. Let us assume we have a 
United States corporation engaged in 
the manufacture of household gadgets. 
It wishes to open a sales branch or 


subsidiary in Great Britain to develop 
its business in the European’ Free 


Trade Association. To facilitate this 
operation, it plans to transfer certain 
key high-salaried personnel and their 
families to the United Kingdom to 
reside there for an indefinite period 
of time. Mr. X is placed in charge of 
this office. Mr. X is married and has 
three small children. All are citizens 
of the United States. He owns his 
own home in the United States which 
he does not wish to sell at. the present 
time, nor does he wish to give up 
his United States domicile, since he 
contemplates returning to the United 
States at some time in the future after 
his employment in Great Britain is 
terminated. His domicile is the place 
where he has a fixed and permanent 
home, and to which, whenever he is 
absent, he has the intention of return- 
ing. It is quite possible for Mr. X to 
have his domicile in the United States 
and at the same time have a bona-fide 
residence in Great Britain, where his 
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ultimate intention is to return to the 
United States. If he decides to rent 
his residential property in the United 
States, the income therefrom will be 
subject to federal income tax to the 
same extent as a citizen, who is a 
resident in the United States.. His 
main problem is—if a move to the 
United Kingdom will cost him more 
or less in taxes than if he remained 
in the United States. To answer this 
question we must examine several 
features of the United Kingdom ‘tax 


law which will directly affect Mr. X. 


The United Kingdom asserts tax- 
ing jurisdiction over the employment 
income of residents regardless of the 
of that income. Thus, as a 
general rule, a resident is taxable on 
all remuneration 


source 


from employment 
regardless of where the services are 
performed, the contract of service 
executed, or the payment for such 
service made, However, in. certain 
instances, employment income may 
qualify for taxation on a remittance 
basis. Where the. remittance basis 
applies, only income which is actu- 
ally received by the taxpayer in the 
United Kingdom is subject to tax 
(Timson’s Executor v. Yerbury (1936) 
20 T. C. 155)..Thus, it would appear 
that by careful tax planning it is possi- 
ble for Mr. X to avoid any income 
tax altogether on a portion of salary 
payments for the period of foreign 
service. If Mr. X is receiving a salary. 
of $20,000 per year for services ren- 
dered in the United Kingdom, and if 
he requires only $15,000 to meet his 
current living expenses for himself 
and his family, then the balance of 
$5,000 could be deposited in a bank 
account in the United States to his 
credit, completely ‘tax-free, if he is 
subject to tax in the United Kingdom 
on the remittance basis; By the same 
token, if he has savings. bank de- 
posits, he could withdraw such funds 
as are necessary to meet his living 
expenses, and deposit his United King- 
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dom earned income in a separate ac- 
count free of United Kingdom income 
tax. The mere use, enjoyment or 
investment of income abroad (that is, 
in the United States) does not consti- 
tute a remittance for United King- 
dom tax purposes. Thus, he could 
build up a capital fund for investment 
tax-free, since under Section 911(a)}(1) 
of the Internal Revenue Code it is 
immaterial where payment of his salary 
is made, the important factor being 
where the income is earned. In this 
connection it should be noted that the 
use of income received outside of the 
United Kingdom to repay abroad a 
debt incurred in the United Kingdom, 
or to repay a sum borrowed outside 
the United Kingdom, is treated as a 
remittance of income subject to United 
Kingdom tax. (Finance Act, 1953, 
Section 24). 


Let us next examine the conditions 
under which Mr. X would be taxed 
on the remittance basis. The general 
rule is that the income from employ- 
ment which is treated as foreign source 
income is taxed on the remittance 
basis (Finance Act, 1956, Section 10). 
Foreign source income includes in- 
come of any person not domiciled in 
the United. Kingdom, resulting from 
the performance of duties of an em- 
ployment in the United Kingdom on 
behalf of a nonresident employer. 
Thus, a person who is domiciled in 
the United States, but resident in the 
United Kingdom, may perform serv- 
ices in the United Kingdom on behalf 
of a nonresident employer without 
bearing United Kingdom tax on the 
portion of his remuneration paid to 
him abroad and not remitted to. the 
United Kingdom. An individual is 
resident in the United Kingdom if he 
visits the country during the year 
and maintains an abode there, unless 
his work is wholly outside the United 
Kingdom; or if he is present in the 
country for six months in the tax 
year, or if he makes habitual visits of 
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substantial duration. For the purpose 
of determining the tax treatment of 
employment income, a person who 
works full-time abroad and is present 
in the United Kingdom for less than 
six months in the tax year, without 
the intention of establishing residence 
there, is a nonresident even though 
an abode is maintained in the United 
Kingdom. A. person who is present 
in the United Kingdom for six months 
or more is a resident regardless of 
intention. (Finance Act, 1956, Sch. 2, 
Paragraph 3). In our hypothetical 
case, Mr. X would be deemed to be 
a resident of the United Kingdom 
since he would be spending more than 
six months each year in that country. 
He may make trips back to the United 
States for vacation or business or to the 
European continent, without losing 
his United Kingdom residence for 
both United States and United Kingdom 
tax purposes. A corporation’s resi- 
dence is at the place where the con- 
trol and management actually abide. 
(Section 468(7) of the United King- 
dom Income Tax Act of 1952.) The 
place where the directors actually 
meet to perform their functions deter- 
mines the location of management 
and control. The place of incorpora- 
tion, location of offices or physical 
facilities, and the place where busi- 
ness activity is conducted, are all im- 
material in determining corporate 
residence. Thus, Mr. X could claim 
the remittance basis for taxation re- 
gardless of whether the United States 
corporation operated through a branch 
office or other foreign subsidiary, pro- 
vided, of course, that the management 
and control of the office in. Great 
Britain is centralized outside of the 
United Kingdom. 

The Income Tax Treaty between 
the United States and the United 
Kingdom would be inapplicable in the 
instant case, since in order to qualify 
for the exemption from United King- 
dom tax on income from personal 
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services, the employee must be a resi- 
dent of the United States and must 
not be present within the United 
Kingdom for a period or periods exceed- 
ing in the aggregate 183 days during 
that year (Article XI, United States- 
United Kingdom Income Tax Treaty 
signed April 16, 1945). 

Under Brazilian law, it would ap- 
pear that income from personal services 
performed by a United States citizen 
resident in Brazil, is likewise taxed 
on a remittance basis. The fact that 
the income is credited abroad to the 
employees account should not render 
it subject to tax in Brazil. Conse- 
quently, the fact that the services are 
rendered or utilized in Brazil is imma- 
terial for purposes of taxation. The 
question of resident or nonresident 
status of an individual, for purposes 
of the Brazilian income tax, is deter- 
mined solely on the basis of continued 
presence in, or absence from, - this 
country for a period of 12 consecutive 
months, irrespective of the nationality 
of the taxpayer, his intention, and the 
reason for his presence or absence. 
Thus, United States citizens who are 
physically present for 12 consecutive 
months or more are treated as resi- 
dents for income tax purposes (See 
Taxation in Brazil, World Tax Series, 
Harvard Law School, 1957). 

The point we wish to make is that 
the individual corporate employee 
should be cognizant of the principles 
of taxation applied in the country in 
which he will be employed. If taxa- 
tion is based on remittances received, 
in lieu of the place where the income 
is earned or the services performed, 
then there is a distinct tax-saving op- 
portunity with respect to earned in- 
come not required for the maintenance 
of himself and family in the foreign 
country. This factor could very well 
be the inducing motive to secure an 
employee’s acquiescence in moving to 
a foreign land. It might also be of 
significance in planning wage scales 
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for prospective United States citizens 
hired for. overseas employment. 


Stock Options 
and Overseas Employee 


There are basically three types of 
stock options. ‘Two of these types 
are so-called restricted stock options 
covered by Section 421 of the 1954 
Code. The third type is an unre- 
stricted stock option covered by Treas- 
ury Regulation Section 1.421-6. Basi- 
cally, a restricted stock option is one 
where the option price is fixed and 
determinable at the time the option 
is granted (Treas. Reg. Sec. 1.421-1 
(d)(2)), the option is not transfer- 
able, and either: (1) the option price 
is at least 85 per cent to 95 per cent 
of the fair market value of the stock 
on the date the option is granted; or 
(2) the option price is 95 per cent or 
more of the fair market value on the 
option date. The employee receives 


no taxable income at. the. date. the 
option is granted or exercised by pur- 


chase of the stock. If he subsequently 
sells the stock acquired under an.85 per 
cent to 95 per cent option after at 
least two years from the option date 
and at least six months after he re- 
ceives the stock, and if the sales price 
is more than the fair market value of 
the stock on the option date, then the 
difference between the sales price and 
the option price is divided in two 
parts. One part equal to the difference 
between the option price and the mar- 
ket value on the option date is treated 
as compensation taxable at ordinary 
income rates (Code Sec. 421(b), Treas. 
Reg. Sec. 1.421-5(b)). The second 
part of the. gain represented by the 
difference between the sales price and 
the market value on the option date 
is long-term capital gain. If the stock 
acquired under the-option is sold at 
a price equal to or less than the mar- 
ket value on the option date, the 
entire gain is treated as ordinary in- 
come. If the stock is sold at a price 
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less than the option price so that a 
loss results, such loss is. treated as a 
long-term capital loss and no ordinary 
income in the form of compensation 
results. 


If the option price is 95 per cent or 
more of the market value on the 
option date, then the difference be- 
tween the sales price and the option 
price is all long-term capital gain or 
long-term capital loss, provided that 
the employee meets the holding period 
and other requirements. There is no 
ordinary income from the disposition 
of the stock. 


With these basic rules in mind let 
us suppose a restricted stock option 
is granted to a United States citizen 
employed abroad. Assuming first that 
he is granted a 95 per cent stock option, 
all of the gain derived on a subsequent 
sale of the stock would constitute 
long-term capital gain. Where Sec- 
tion 911 is applicable, only earned 
income is exempt from tax and since 
capital gains do not constitute earned 
income within the meaning of Section 
911(b), the entire gain on such sale 
would be subject to United States 
income tax at 25 per cent. Of course, 
to the extent that the gain would be 
subject to income tax in the country 
of foreign residence, a foreign tax 
credit would be available under the 
limitation provided in Section 904. 


At first glance it would apnear that 
an 85 per cent to 95 per cent restricted 
stock option would be treated dif- 
ferently. As noted above, Section 
421(b) provides that the difference 
between the option price and the fair 
market value of the stock at the time 
of disposition or at the time the option 
was granted “. ... shall be included 
as compensation (and not as gain 
upon the sale or exchange of a capital 
asset) in his gross income, for the 
taxable years in which falls the date 
of such disposition. .” Section 
911(b) defines “earned income” to 
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mean “wages, salaries, . . . and 
other amounts received as compensa- 
tion for personal services actually 
rendered. ” Thus, since a por- 
tion of the gain on the disposition of 
an 85 per cent restricted stock option 
is specifically treated as. compensa- 
tion, it would appear that such share 
of the gain would be exempt from tax 
under Section 911. This would be 
true but for the last sentence of Sec- 
tion 421(b) which provides that in the 
case of the disposition of a share of 
stock acquired under an 85 per cent to 
95 per cent option by the employee, 
ay the basis of the share in his 
hands at the time of such disposition 
shall be increased by an amount so 
includible in his gross income.” Since 
the amount of the gain deemed to be 
compensation is not includible in gross 
income because of the operation of 
Section 911, the basis of the stock is 
the option price paid by the employee 
and the entire gain is subject to tax 
at the capital gains rate in the same 
manner as a 95 per cent or more re- 
stricted stock option. Thus, although 
a restricted stock option plan may be 
a convenient method of providing ad- 
ditional income at the capital gain 
rate to.a salaried employee working 
in the United States and subject to 
high ordinary income tax brackets on 
salary and other compensation pay- 
ments, if he is a bona-fide resident of 
a foreign country exempt from United 
States tax on compensation, the sale 
of stock acquired under a restricted 
stock option would burden him with 
a 25 per cent capital gain tax in the 
United States where such gains are 
not taxed in the foreign country. 

The third type of stock options are 
those which do not meet the require- 
ments of Section 421. Such options 
would be those that do not qualify as 
restricted stock options at the time 
granted (that is, see Code Sec. 421 
(d)(1) and Treas. Reg. Sec. 1.421-2), 
or options so modified that they no 
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longer qualify as restricted stock op- 
tions (that is, see Code Sec. 421(e) 
and Treas. Reg. Sec. 1.421-4), or when 
there is a disqualifying disposition of 
stock acquired by the exercise of a 
restricted stock option so that Section 
421 does not apply. Where such an 
unrestricted stock option is granted, 
the employee realizes. compensation 
at the time an unconditional right to 
réceive property subject to the option 
is acquired by him. The amount of 
such compensation is the difference 
between the amount payable for the 
property and the fair market value of 
the property at the time an uncon- 
ditional right to receive the property 
is acquired... An individual has an un- 
conditional right to receive the prop- 
erty subject to the option when his 
right to receive such. property -is-not 
subject to any conditions, other than 
conditions that may be performed by 
him at any time. For example, if. an 
employee, who has exercised an op- 
tion, has a right to make payment 
for the property at any time and to 
receive the property immediately after 
making such payment, he realizes 
compensation at the time he exercises 
the option. But, if he is prevented by 
the terms of the option contract from 
making payment immediately, or from 
receiving an immediate transfer of the 
property after making payment, such 
individual does not realize compen- 
sation at the time he exercises the 
option. He realizes compensation at 
such time as he does acquire the right 
to make payment immediately and to 
receive an immediate transfer of the 
property. (Treas. Reg. Sec. 1.421-6 
(c).) The Treasury Department has 
recently issued proposed regulations 
(Proposed Reg. Sec,. 1.421-6(c)(2)) 
modifying its rules somewhat as ‘to 
the portion of realized gain to be 
treated as compensation. While the 
general rule accepted by the Treas- 
ury Department is still the difference 
between the option price and the 
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value at the date of exercise or sale 
of the option, it now recognizes that 
the receipt of the option is the event 
determining the amount of reportable 
compensation where the option has a 
readily ascertainable market value, as 
where the stock to which it relates is 
actively traded on a stock exchange. 
However, for our purposes it is not 
necessary to go into an extended dis- 
cussion of this position. 

An employee resident in a foreign 
country who receives an unrestricted 
stock option, likewise, does not re- 
ceive taxable compensation at the 
time he has an unconditional right to 
receive the property subject to the 
option, since compensation is exempt 
from tax by virtue of Section 911. 
However, if the Treasury Regulations 
are to be taken literally, the basis of 
the stock-so acquired will not be in- 
creased by the difference between the 
amount paid for the stock and the fair 
market value of the stock at the time 
he receives an unconditional right to 
receive such stock, since such amount 
is excludable from income as compen- 
sation. (Treas. Reg. Sec. 1.421-6(d)). 
Any gain derived from a subsequent 
sale of the stock represented by the 
difference between the sales price and 
the price paid for the stock would be 
taxable as capital gain. 

The problem to be. resolved there- 
fore is whether a nonresident citizen 
employee can avoid the 25 per cent 
capital gains tax on the difference be- 
tween the option price and the fair 
market value of the stock on the date 
the option can be exercised, and at the 
same time be able to acquire stock in 
the corporation having such a stepped- 
up basis. 

One possible solution to this dilem- 
ma would be to pay the employee cash 
representing the difference between 
the option price and the fair market 
value of the stock at the time the un- 
conditional right to receive the stock 
is acquired. He could then. acquire 
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the stock at its fair market value 
which would be his basis upon a sub- 
sequent sale. The additional cash 
paid would not be taxable compensa- 
tion in the United States because of 
Section 911(a)(1), but would prob- 
ably be taxable compensation in the 
foreign country where he is employed. 


Now suppose that in lieu of exer- 
cising the option and selling the stock, 
the employee disposes of the option 
itself; can a more favorable result be 
achieved in this manner? Section 
1234 of the 1954 Internal Revenue 
Code provides in substance that gain 
attributable to the sale or 
exchange of a privilege or option to 
buy or sell property shall be con- 
sidered to have the same character as 
the gain or loss from the sale or ex- 
change of the property itself to which 
the option or privilege relates. Taking 
Section 1234 at its face value, it would 
appear that an option to acquire stock 
would possess the same character as 
the property (that is, the stock) to 
which it relates. In such case, the 
sale of an option would seem to result 
in capital gain treatment with respect 
to the proceeds therefrom. However, 
Section 1234 must be read in the light 
of the Treasury Regulations promul- 
gated thereunder. Treasury Regula- 
tions Section 1.1234-1(e) provides that 
Section 1234 does not apply to gain 
resulting from the sale or exchange of 
an option to the extent that the gain 
is in the nature of compensation, as 
provided under Section 421. If the 
gain from the sale or exchange of a 
stock option is in the nature of com- 
pensation then by virtue of Section 
911 it would be excludable from in- 
come and no federal income tax would 
be payable thereon. Let us explore 
this possibility further by way of a 
simple illustration. 


or loss 


Let us assume that Mr. A is an of- 
ficer of X Company, a foreign corpo- 
ration. He is a United States citizen 


resident in this foreign country and he 
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qualifies for the tax-exempt. provisions 
on “earned income” as provided in Sec- 
tion 911 of the Code. In connection 
with this employment, A was granted 
a nonrestricted stock option to pur- 
chase 1,000 shares of X stock at $5 
per share. The option was granted 
several years ago, and today the X 
stock is worth $15 per share. 
Assume. further, that he has the 
privilege of either exercising the op- 
tion or selling it in the open market 
at his own discretion. If he exercises 
the option he would realize compen- 
sation to the extent of $10 per share, 
or $10,000. But since he is not tax- 
able on compensation earned from 
sources outside of the United States 
by virtue of Section 911, and since the 
purpose of such options is to provide 
additional compensation for services 
performed, he would not be subject to 
United States tax on this $10,000 in- 
crement. However, as this increment 
is excludable from gross income in 
computing any federal income tax lia- 
bility, it is not added to the cost basis 
of the stock for purposes of comput- 
ing gain or loss on a subsequent dis- 
position, as provided in Treasury 
Regulations Section 1.421-6(d). It is 
the opinion of the writer that if he 
exercises the option and sells the 
stock, he will have a realized gain of 
$10,000 subject to United States capi- 
tal gains tax. If he sells the option 
instead of exercising the option and 
selling the stock, it would seem that 
under Treasury Regulations Section 
1.1234-1(e) Section 1.421-6 the 
proceeds received from the sale of 
such option would be in the nature of 
compensation. Assuming he could 
sell his option for $10,000, he would 
derive no taxable income because of 
Section 91l. At the same time he 
might consider the purchase of stock 
in the open market using the pro- 
ceeds from the sale of the option. In 
our illustration, the $10,000 received 
on the sale of the option would then 


and 
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become the basis of the stock acquired 
for purposes of computing a gain on a 
subsequent sale. 

Therefore, in this manner stock op- 
tions can be of benefit to overseas 
employees qualifying as nonresidents. 
The employee receives additional in- 
come from the option without incur- 
ring tax thereon and at the same time 
has the funds, tax-free, to acquire the 
stock of his corporation in effect hav- 
ing a stepped-up basis represented by 
the difference between the option 
price and the price on the date of 
exercise of the option. The corpora- 
tion, at the same time, provides the 
tax incentive to the employee to ac- 
quire a proprietary interest in the 
company, just as in the case of do- 
mestic employees. 

The above result is fine from the 
United States tax point of view. But 
these nonresident employees are also 
concerned with the tax laws of the 
respective countries in which they are 
sojourning. To illustrate this prob- 
lem. we shall examine the tax laws of 
several countries with respect to stock 
options, 

Let us begin with the United King- 
dom. A fundamental difference in 
the concept of taxable income there 
is that, as a general rule, the profit 
derived from the purchase and resale 
of property is not subject to tax. 
Stated differently, the United King- 
dom does not have a tax on capital 
gains as we find in the United States 
tax system. Unless a person is en- 
gaged in the business of trading in 
securities as a dealer or broker, he 
will not be subject to tax on gain de- 
rived from the purchase and sale of 
stock or securities. In order for such 
profit to be taxable, some basis for its 
taxation must be found within the so- 
called five schedules (that is, cate- 
gories) of income subject to tax. 
Thus, if an employee sells an option to 
purchase stock in the corporation 
which employs him, or an affiliate 
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corporation, granted under an em- 
ployee stock option plan, he is not 
subject to tax on the proceeds derived 
therefrom unless there is a basis for 
such tax in one of these five cate- 
gories of taxable income. Schedule 
E taxes .income from employment. 
Extra. remuneration, paid without ob- 
ligation but in recognition of services 
rendered, is taxable as remuneration 
from employment (Weston v. Hearn 
(1943) 27.T. C. 425 (K. B.)). If an 
employee is granted a right to sub- 
scribe to shares of stock at a price 
less than their fair market value, there 
is no taxable remuneration at the date 
the option is granted. However, at 
such time as the right. is exercised, he 
is deemed to receive extra remunera- 
tion represented by the difference be- 
tween the subscription price and the 
market value of the shares at the time 
of exercise. (Weight v. Salmon (1935) 
19 T. C. 174 (H. L.).) If there is a 
restriction on the sale of the shares, 
that fact is taken into account in de- 
termining the value of the benefit con- 
ferred on the employee. If he sells 
the option in lieu of exercising it, the 
same principle should be applicable 
and the proceeds. treated as extra re- 
muneration subject to tax as employ- 
ment income. Now suppose that the 
United States citizen employee resi- 
dent in the United Kingdom receives 
an option to purchase stock in a United 
States corporation (that is, either the 
corporation employing him or an affili- 
ate). Instead of exercising the option, 
he arranges with a broker in the United 
States for the sale of the option: The 
proceeds from the sale are placed in a 
bank account in the United States or 
used to purchase stock to be held on 
deposit in the United States. In other 
words, the proceeds are not remitted 
to him in the United Kingdom... As 
indicated above, he would not be sub- 
ject to United States income tax on 
the proceeds so.received. But would 
he be taxable in the United Kingdom? 
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Earlier in our discussion we noted the 
circumstances under which he would 
be taxable solely on the remittance 
basis in the United Kingdom. If 
these conditions are met, the proceeds 
from the sale of a stock option should 
be treated as any other remuneration 
earned by him for services performed 
in the United Kingdom. In other 
words, they should only be subject to 
tax if and when remitted to the United 
Kingdom. If not remitted, he should 
also be able to escape United King- 
dom income tax in addition to avoid- 
ing United States income tax. 


Let us now look at the result to be 
obtained in Canada, assuming that the 
place of residence and employment is 
in this neighbor to our north. Section 
5(a) of the Canadian Income Tax Act 
provides that the income of a tax- 
payer derived from an office or em- 
ployment will include benefits received 
or enjoyed by him during the taxable 
year by virtue of his employment. 
Section 85A of the Canadian Income 
Tax Act provides that certain income 
tax consequences may arise where an 
employee has received benefits in the 
form of shares, or the right to acquire 
shares of a corporation by virtue of 
his employment. The section is ap- 
plicable to any case in which a cor- 
poration has agreed to sell or issue 
shares in its own capital stock, or in 
that of a corporation with which it 
does not deal at arm’s length, to one 
of its employees or to an employee of 
a corporation with which it does not 
deal at arm’s length. 


A benefit is deemed to have been 
received by the employee in the fol- 
lowing four cases: 


(1) Where the employee acquires 
shares under the agreement, in which 
event the benefit equals the excess of 
the value of the shares at the time 
he acquires them over the amount 
paid or to be paid by him and this 
amount is deemed to have been re- 
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ceived by the employee in the taxa- 
tion year in which the shares were 
acquired. 

(2) Where the employee disposes 
of rights under the agreement in an 
arm’s-length transaction, in which 
event the benefit equals the value of the 
consideration for the disposition, and 
is deemed to have been received in the 
taxation year in which the disposition 
was made. 

(3) Where a person acquires the 
employee’s rights through non-arm’s- 
length dealings and acquires shares in 
the exercise of those rights, in which 
event the benefit equals the excess of 
the value of the shares when thus 
acquired over the amount for which 
they were acquired, and the benefit 
is deemed to have been received in 
the taxation year in which the shares 
were thus acquired, regardless of the 
time at which the payment for the 
shares is to be made. 


(4) Where a person who has ac- 
quired the employee’s rights through 
non-arm’s-length dealings disposes of 
those rights in an arm’s-length trans- 
action, in which event the benefit 
equals the value for which the rights 
were thus finally disposed of at arm’s 
length, and the benefit is deemed to 
have been received in the taxation 
year of that arm’s-length disposition. 
Section 85A(1). 

The term “employee” is defined in 
Section 139(1)(m) as an individual 
holding a position in the service of 
some other person. Section 139(1) (a) 
provides that the term “employee” 
includes an officer and in Section 139 
(1)(ab) the term “officer” is defined 
as a person holding a position en- 
titling him to afixed or ascertainable 
stipend or remuneration, including a 
corporate director. Under Section 85 
(A)(6), if a person to whom. Sub- 
section (1) would otherwise apply, 
ceases to be an employee before the 
transactions are completed, that per- 
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son is nevertheless treated as an em- 
ployee until the completion thereof. 


Thus, under Canadian law, the 
United States citizen resident and 
employed in Canada would be subject 
to Canadian income tax whether he 
exercises the option and acquires stock 
or whether he sells the option. If his 
sole source of income were his salary, 
he could claim no foreign tax credit 
in the United States since he would 
not be subject to United States in- 
come tax because of the operation of 
Section 911 of the Internal Revenue 
Code. Suppose he had taxable income 
from United States sources, such as 
dividends from securities of United 
States corporations. He would still not 
be able to claim a credit for the Ca- 
nadian income tax because of the limi- 
tation under Section 904 of the Code 
and Treasury Regulations Section 
1.904(a). Section 904(a) limits the 
credit to the ratio of taxable income 
from Canada to taxable income from 
all sources multiplied by the United 
States income tax. Since the gain 
derived from the sale or exercise of 
the option is treated as additional 
compensation excludable from income 
for United States tax purposes by 
virtue of Section 911, the numerator 
of the Section 904 fraction 
resulting in a foreign tax credit limi- 
tation of zero. (See IT 2294 V-2 
CB 62.) 


Now suppose our Canadian resi- 
dent employee has marketable securi- 
ties which have appreciated in value, 
could he not obtain the advantage of 
a credit for the Canadian income tax 
paid by selling those securities in 
Canada in the year in which he exer- 
cises or sells his option? Let us see 
how this might be accomplished be- 
fore answering this question. Under 
Canadian income tax law the gain 
derived from the sale or exchange of 
marketable securities is not subject 
to the income tax where an individual 


is zero 


437 





holds securities as an investor and not 
as a dealer or trader (CCH CANADIAN 
Tax Reports, { 10-347). The gain on 
the sale of the marketable securities 
would be considered to be derived 
from Canadian sources. Section 901 
(b)(1) of the 1954 Code permits a 
United States citizen to claim a tax 
credit for income tax paid to.a foreign 
country. Treasury Regulations See- 


tion 1.901-2(d) states that: “The prin- 
ciples of Section 861 through 864 and 
the regulations thereunder shall apply 
in determining the source of income 
for the purposes of Section 901-905 


inclusive,” Section 862(a)(6) 
vides that the gains, profits and in- 
come derived from the purchase of 
personal property within the United 
States and its subsequent sale outside 
of the United States shall be treated 
as income from’ sources. without the 
United States... Therefore, since the 
sale occurs in Canada on a Canadian 
exchange in our hypothetical situ- 
ation, the gain derived therefrom 
would be Canadian source -income. 
Although exempt from tax in Canada, 
the gain on such sale would be sub- 
ject to tax in the United States since 
a United States citizen is taxable on 
income from all sources unless spe- 
cifically excluded (Section 61). Ac- 
cordingly, both the numerator and 
denominator of the Section 904 frac- 
tion would consist of those gains. As- 
suming that these capital gains on the 
sale of securities were this employee’s 
only income, other than his salary and 
option income, the numerator and de- 
nominator of the Section 904 limita- 
tion fraction would be identical. and 
the maximum credit allowable would 
be the tax paid on the capital gains. 
If the Canadian: income tax paid on 
the sale or exercise of the stock op- 
tion can be offset against the United 
States tax paid on the gain derived 
from the sale of securities in Canada, 
then the answer to our above ques- 
tion would be yes. 
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This question was decided in James 
H. Brace, CCH Dee, 19,171(M), 11 
TCM 906. The Tax Court held that 
a taxpayer is entitled to credit for 
Canadian income taxes paid on in- 
come exempt from United States tax 
based on the decisions rendered in 
I. B. Dexter, CCH Dee: 12,579, 47 BTA 
285, Helvering v. Nell, 44-1 ustc § 9150, 
139 F. 2d 865 (CA-4). Following this 
case, the Commissioner promulgated 
Rev. Rul. 54-15, 1954-1 CB 129, stat- 
ing that the credit for taxes paid to 
a foreign country or a possession of 
the United States allowable under 
Section 131(a) of the 1939 Internal 
Revenue Code (Section 901 of the 
1954 Code) will be limited in appli- 
cation only as expressed in Section 
131(b) (Section 904 of the 1954 Code). 
Thus, the credit provided in Section 
901 may be claimed with respect. to 
Canadian income tax. paid on income 
excludable from. United States tax 
under Section 911. 


However, as noted in Rev. Rul. 
54-15, the limitation of Section 904 is 
still applicable. A recent Tax Court 
decision, (Gordon and Flora Duke, 
CCH Dec. 24,294, 34 TC —, No. 79) 
interpreted the application of this 
limitation. The taxable year involved 
was 1951. The court held that in com- 
puting the limitation on the foreign 
tax credit provided in Section 131(b) 
of the 1939 Internal Revenue Code, 
the numerator of the limiting fraction 
could include only the taxpayer’s in- 
come from foreign sources taxable in 
the United States, and not the total 
income from foreign sources (that is, 
including a portion exempt from 
United States tax but subject to tax 
in the foreign country, in this case, 
Mexico). Likewise the denominator 
of the fraction was considered to be 
the taxpayer’s total income taxable in 
the United States, and not taxpayer's 
total income which would include a 
portion exempt from United States 
tax. The court reasoned its conclu- 
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sion as follows: Section 131(b)(1) 
limits the credit to an amount not in 
excess of the same proportion of the 
tax against which the credit is taken 
that the taxpayer's net income from 
sources within a foreign country bears 
to his entire net income. The historic 
purpose in extending a foreign tax 
credit was to mitigate the evil of 
double taxation. The evils of double 
taxation do not exist, however, where 
the income taxed abroad is exempt 
from United States tax. The term 
“net income” as used in Section 131 
(b)(1) means net income as defined 
in Section 21 (Section 63 of the 1954 
Code), that is, gross income computed 
under Section 22 (Section 61 of. the 
1954 Code), the deductions al- 
lowed by Section 23. Section 22(b) 
(8) (Section 911 of the 1954 Code) 
provides that earned income from 
sources without. the United States 
shall be excluded from gross income. 
Therefore, the term net income. as 
used in Section 131(b)(1) means net 
income from sources in the foreign 
country taxable in the United States. 


less 


In our hypothetical situation, the 
amount included the numerator and 
denominator of the limiting fraction 
would still be the gain on the sale of 


the securities since such income. is 
from sources in Canada subject to 
United States tax and at the same 
time represents the total income sub- 
ject to United States tax. Since this 
fraction, expressed as a percentage, 
equals 100 per cent, the total United 
States tax represents the credit limi- 
tation. The Duke case does not hold 
that, subject to the credit limitation 
of Section 904, a foreign tax credit 
cannot be claimed with respect to a 
foreign tax paid on income excludable 
for United States tax purposes where 
other income from that foreign source 
is subject to the tax in the United 
States, although exempt in that for- 
eign country. The Duke case merely 
determines the application of the limi- 
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tation to the credit provided in Sec- 
tion 131(b) (1). 

Therefore, it still appears possible 
for a United States citizen employed 
in Canada to offset Canadian income 
tax paid on salary and on the profit 
from the disposition of a stock option 
against capital gains on the sale of 
securities in Canada, subject to the 
limitation of Section 904, even though 
the Canadian income subject to United 
States tax is exempt from tax in 
Canada. The corporate executive resi- 
dent in a foreign country might very 
well consider the disposal of securi- 
ties that have materially appreciated 
in value in a country that does not 
tax capital gains, during a year that 
he has earned income exempt from 
United States tax but subject to in- 
come tax in the country where he is 
employed. 


Section 904 was amended by the 
Technical Amendments Act of 1958 
by adding Subsection: (d) to provide 
that where the taxes paid or aecrued to 
any foreign country (or United States 
possession) for any taxable. year be- 
ginning after December 31, 1957, are 
more than the amount allowable as a 
credit under the limitation of Section 
904, the excess may be ‘carried back 
to the two preceding taxable years 
and then carried forward to the five 
succeeding taxable years. However, 
there can be no carry-back or carry- 
forward with respect. to a 
income tax paid in-a year that the 
entire from that 
foreign country is exempt from United 
States tax, since the limiting fraction 
would have a numerator of zero re- 
sulting in no credit being available. 


foreign 


income sources in 


Easing the tax burden on the United 
States citizen employed abroad.—To- 
day the citizen employee transferred 
to an office outside of the United 
States is frequently finding that the 
foreign country tax burden with which 
he is faced, is one at least as heavy 
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as in the United States. This could 
be the case in such highly industrial- 
ized countries as Japan, Sweden or 
Germany, In addition to his basic 
salary, the employee may be given a 
cost of living allowance or foreign 
service premium to compensate him 
for employment in a foreign environ- 
ment and to maintain his standard of 
living where costs are higher than in 
the United States. He may also be 
provided with an allowance for travel, 
entertainment, and other business ex- 
penses incurred in connection with 
his employment. Where the foreign 
country income tax rates are higher 
than in the United States, he may 
also be compensated for any differ- 
ential in income tax between the 
United States and his country of resi- 
dence. However, each of these allow- 
ances are often treated as additional 
compensation in whole or in part 
subject to income tax locally. The 
employer corporation, in effect, finds 
itself on the horns of a dilemma, On 
the. one hand is the desire to make 
the foreign employment attractive 
and of as little cost as possible tax- 
wise to the employer and employee. 
On. the other. hand, the employer 
generally wishes to maintain the em- 
ployee’s standard. of living on at least 
a comparable level to which he was 
accustomed in the United States and 
at the same time comply with the tax 
rules and regulations in the country 
of employment. 


To further complicate the matter, 
the reporting requirements for United 
States citizens employed abroad have 
been greatly expanded as a result of 
the Technical Amendments Act of 
1958. The 1954 Internal Revenue 
Code (Section 6012(a)(1)) required 
every individual, having for the tax- 
able year gross income of. $600 or 
more ($1,200 in the case of an indi- 
vidual 65 years of age or over), to 
file an income tax return. Formerly, 
many citizens employed in foreign 
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countries. did not have to file returns 
because their gross income (exclud- 
ing income exempt because earned 
abroad) was less than the minimum 
gross income required for filing a re- 
turn. Section 72(a) of the Technical 
Amendments Act of 1958 added Code 
Section 6012(c) to provide that United 
States citizens employed abroad must 
file federal income tax returns for 1958 
and later years, even though their in- 
come earned outside the United States 
may be exempt from tax. Treasury 
Regulations Section 1.6012-1(a)(3) 
provides that United States citizens 
claiming exemption under Section 
911(a) on their earned income from 
abroad must submit. with their tax 
returns Form 2555, “Statement to 
Support Exclusion of Income Earned 
Abroad,” disclosing the nature and 
extent of their exempt income. Fur- 
thermore, many of the income tax 
treaties entered into by the United 
States and various foreign countries 
contain clauses providing for the mu- 
tual exchange of information between 
the respective tax authorities. (See, for 
example, Article XIX of the United 
States-Canadian Tax Treaty, Article 
XVII of the United States-Japanese 
Tax Treaty, and Article XVI of the 
United States-German Tax Treaty). 


The basic problem is to reduce the 
amount of income reportable to the 
foreign tax authorities wherever legiti- 
mately possible. With respect to the 
payment of salary and other compen- 
sation, we discussed previously the 
possible tax savings where the coun- 
try of residence taxes on the remit- 
tance basis. 


But let us suppose for a moment 
that the United States citizen is em- 
ployed in a country that does not tax 
its resident aliens on the remittance 
basis, but rather taxes them on their 
world-wide income wherever earned or 
paid, in much the same manner as 
does the United States. Let us as- 
sume that his annual salary is $20,000, 
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and that his future retirement is ade- 
quately provided for through a pen- 
sion plan, Regardless of whether or 
not his full salary is paid to him in 
his country of residence, he will be 
subject to tax thereon. To go one 
step further, the tax that he is re- 
quired to pay to his country of resi- 
dence exceeds the tax that he would 
be required to pay to the United 
States if this income were not exempt 
under Section 91l(a). Furthermore, 
it is determined that he will only re- 
quire $15,000 per annum to support 
himself and his family. From our 
earlier discussion, it is clear that he 
will not be subject to tax in the 
United States on this $20,000 annual 
compensation. The problem then be- 
comes one of reducing his tax liability 
in the country of residence. Many 
corporate executives in the United 
States find themselves faced with a 
similar problem where they are in 
such a high tax bracket that any ad- 
ditional compensation paid to them 
will result in only a small increase in 
income available for their use .after 
taxes. The answer to their problem 
may be found in an unqualified de- 
ferred compensation plan. It may 
equally apply to the United States citi- 
zen employed abroad, provided that 
the corporate employer is willing to 
undertake such a plan. 

Treasury Regulations Section 1.451-1 
(a) and Section 1.446-1(c) (i) provide 
in effect that compensation for per- 
sonal services received by a cash basis 
taxpayer is to be included in gross 
income for the taxable year in which 
it is actually or constructively received. 
With respect to the constructive re- 
ceipt of income, Section 1.451-2(a) of 
the Regulations provides, in part, that: 
“Income, although not actually reduced 
to a taxpayer’s possession, is con- 
structively received by him in the 
taxable year during which it is credited 
to his account or set apart for him so 
that he may draw upon it at any time. 
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However, income is not constructively 
received if the taxpayer’s control of its 
receipt is subject to substantial limt- 


tations or restrictions. ‘Thus; if a 
corporation credits its employees with 
bonus stock, but the stock is not avail- 
able to such employees until some 
future date, the mere crediting on the 
books of the corporation does not 
constitute receipt.” 

In our hypothetical case we said 
that the employee required only 
$15,000 to meet his current expenses. 
Let us assume that his employment 
contract provides that the additional 
compensation of $5,000 per annum 
would be credited to a bookkeeping 
reserve account and will be deferred, 
accumulated, and paid in annual in- 
stallments upon the occurrence of a 
specific event such as (a) the termi- 
nation of his employment in the foreign 
country and his return to the United 
States, (b) his becoming partially. or 
totally incapacitated, or (c) his death, 
in which event payments would be 
made to his personal. representative. 
Under the agreement the corporation 
is merely under a contractual obliga- 
tion to make the payments when due, 
and the amounts credited to his ac- 
count on their books is not held in 
trust for the employee. 

In a recent pronouncement by the 
Internal Revenue Service in Rev. Rul. 
60-31, I. R. B. 1960-5, 17, it was held, 
under similar circumstances, that the 
additional compensation to be received 
by the employee under the employment 
contract would be includible in income 
only in the taxable years in which the 
employee actually receives installment 
payments in cash or other property 
previously credited to his account, 
since his right to receive the amounts 
so credited are subject to substantial 
limitations or restrictions. Since these 
amounts credited to his account do 
not constitute income in the years so 
credited, he is not required to disclose 
them on Form.2555. 
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It is not. within the scope of our dis- 
cussion to deal with the various types 
of deterred compensation plans that 
may be established. Suffice it to say 
that such plans may be: contractual 
or noncontractual, or take the form 
of pension. or profit-sharing plans, or 
“phantom” or “shadow stock” plans, 
etc. 

There are two shortcomings to the 
above proposal. First, the United 
States citizen abroad will not have 
the sums so credited to his aceount 
made available to him until some 
future date. However, this shortcom- 
ing is of little consequence if the 
employee does not need this portion 
of his salary for current expenses. If 
at any time the employee needed addi- 
tional.cash currently while employed 
abroad, it might be possible to extend 
a bona-fide loan to the employee using 
his deferred compensation credit as 
security: The danger here, of course, 
is that the foreign country might not 
look favorably on such an arrangement. 


The second shortcoming is that the 
employer corporation is not permitted 
to claim a deduction for amounts 
credited to the United States citizen 
until such time as payments are actu- 
ally made available to him in cash or 
other property (Section 404(a)(5), 
1954, I. R. C.), and then only to the 
extent that such amounts constitute 
ordinary and necessary business ex- 
penses to the corporation under Sec- 
tion 162. 


It should also be emphasized that 
such a deferred payment program is 
only feasible provided that under the 
tax laws of the foreign country where 
the services are rendered, deferred 
compensation does not become report- 
able until the year in which all con- 
ditions are met and the compensation 
becomes payable. 


A possible solution to the reporting 


of expense allowances is suggested by 


To 


our own Treasury Regulations. 


442 


May, 1961 ®@ 


simplify the tax reporting require- 
ments, Treasury Regulations Section 
1.162-17 provides that an employee 
who is required to and does account 
to his employer for his business ex- 
penses need not report on his tax 
return the amount of such expenses or 
the reimbursements, allowances, or 
charges made to his employer there- 
for, unless he wishes to claim a de- 
duction for expenses in excess of 
the reimbursements, allowances and 
charges. However, where the em- 
ployee is not required to account to 
his employer for his business expenses, 
he must report on his return such ex- 
penses and the reimbursements, allow- 
ances or charges made to his employer 
therefor. .If the tax laws of the 
foreign country in which the United 
States citizen is employed provide a 
similar rule it is generally advisable 
to have the employee submit to his 
employer details with regard to the 
amount spent for business purposes, 
such as hotel and entertainment bills, 
transportation tickets, etc. The em- 
ployer will generally keep more ac- 
curate and detailed records to establish 
the business nature of the expenses 
incurred than will the employee. Even 
though such a rule is nonexistent in 
the country of residence, other possi- 
bilities may exist to ease the burden 
of the employee with respect to the 
reporting of business expenses in- 
curred on behalf. of the employer 
corporation. 


Suppose, for example, that the em- 
ployee’s living allowance includes. an 
amount to cover his expenses of travel 
on corporate business, entertainment 
of customers and dues at clubs main- 
tained for business purposes. Where 
possible, it might be desirable to have 
such expenses billed directly to the 
employer corporation instead of hav- 
ing the United States citizen employee 
paying these expenses. Since these 
are corporate expenses for which the 
employee is not receiving reimburse- 
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ment, he cannot be called upon to 
account for them on his own personal 
income tax return to the foreign tax 
authorities. By the same token, in- 
stead of providing a travel expense 
allowance, it may be advisable for the 
employer corporation to purchase or 
rent an automobile for his use on 
corporate business. The corporation 
could have all maintenance expenses 
billed to itself rather than to the em- 
ployee.. Again he would be relieved 
of proving to the foreign tax authori- 
ties the nature of these expenses upon 
examination of his own personal return. 


In many cases the United States 
citizen employed abroad will purchase 
or rent a house during the term of his 
foreign employment. It may be pos- 
sible for the employer corporation to 
rent or purchase the home in which 
the American employee resides and 
sublet it to him at a low or nominal 
rental. Of course, this presents the 
problem of whether the rent paid by 
the employee is adequate. If the 
foreign tax authorities deem it to be 
insufficient, they might treat the dif- 
ference between the fair rental value 
of the property and the actual rental 
paid as additional compensation. In 
some countries a rental value 
than an amount payable to an inde- 
pendent lessor may be acceptable by 
the tax authorities as being adequate. 


less 


Of course, such rules generally repre- 
sent administrative policy and are al- 
Never- 
theless, the possibility is often worth 
exploring where the employer corpo- 


ways subject to future change. 


ration is seeking ways of easing the 
United States citizen employee’s tax 
burden. 


Conclusion 

After reviewing the Section 911 ex- 
clusion. from United States tax of 
foreign employment income, we have 
seen that such exclusion is merely the 
starting point of the tax problems 
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faced by the United States citizen 
employed abroad rather than the end 
of his problems. We have also seen 
that there may be a complete tax 
advantage where the laws of the 
foreign country dovetail with the 
United States tax law to provide an 
absolute exclusion from all income tax 
as can be the case in the United 
Kingdom and Brazil. In some cases, 
income may be exempt from tax in a 
given country but taxable in the United 
States, while other income may be 
subject to tax in the foreign country 
and exempt in the United States. 
Here an election to use the foreign tax 
credit may provide opportunities for 
tax saving. During the course of our 
discussion we have. examined the 
problems involved in the case of quali- 
fied and nonqualified stock option 
plans to show their affect on United 
States employees resident abroad. We 
have. also seen how nonqualified de- 
ferred compensation plans can ease 
the tax burden, provided the corpo- 
rate employer is willing to forego its 
tax deduction until such time as pay- 
ments are in fact made to the employee 
upon the occurrence of some contin- 
gency, such as his return to the 
United States after foreign service. 


The tax problems of the United 
States citizen employed abroad are, 
therefore, generally much greater than 
for domestically employed individuals. 
To provide the answers or solutions 
to such problems, the laws of the 
country of employment must be clearly 
understood and reconciled with the 
United States tax law. As United 
States investments extend further and 
further into the different areas of the 
world beyond our territorial borders, 
these problems become. more and 
more pressing. Corporate tax depart- 
ments, accountants, and attorneys are 
more conscious of these problems to- 
day than ever before. The corporate 
employers as well as the United States 
citizens employed abroad owe it to 
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themselves to utilize the’ services 
available to determine the problems 
involved and the possible solutions 
thereto. If the United States is to 
achieve its political, social and eco- 
nomic goals in the non-Communist 
parts of the world through private 
investment, top talent in the various 





fields of. technology and administra- 
tion must be attracted to these foreign 
areas. While tax considerations are 
only one factor to be considered, they 
certainly are far from the least impor- 
tant. The corporate employer and 


employee resident abroad should explore 


[The End] 


them to the fullest. 


IRS MEN IN THE TAX COURT 


Internal Revenue agents and employees incur expenses in attending con- 
ventions, and purchasing tuition and books and travel to and from school, but 
is sauce for the goose, sauce for the gander? 


Internal Revenue Agent Petitions. 
—An Internal Revenue Agent and 
the Commissioner of Internal Reve- 
nue will be on opposite sides of .the 
table when the Tax Court of the 
United States considers the petition 
in Docket No. 91654, filed recently 
with the Court. 

The petitioner, an Internal Revenue 
agent, is contesting the disallowance 
of amounts taken as an “educational” 
expense deduction. for attending a 
night law school. Expense items dis- 
allowed were costs of tuition, books, 
and travel to and from the law school. 
The Commissioner held such expenses 
were. personal expenses under Section 
262 of the Code. 

The agent-petitioner told the Tax 
Court he. met the minimum require- 
ments as an agent when first em- 
ployed, and that his study of law 
was principally undertaken for the 
purpose of maintaining and improving 
his skills of auditing tax returns, and 
giving assistance to the general public 
on tax matters. The Court was told 
his employment as an agent comes 
under categories of neither account- 
ing nor law, and in the. vernacular 
of everyday speech, he is known as 
a “tax man.” 

The petitioner also stated that he 
meets all the tests set out in Rev. 
Rul. 60-97 (I. R: B. 1960-11, 9), and 
the requirements as stated in Income 
Tax Regulation Section 1.162-5.. He 
further points out that his employer, 
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the Internal Revenue Service, has re- 
quested its personnel to improve them- 
selves through education. 
Commissioner Allows Convention 
Deduction.—Two Internal Revenue 
employees broke through the Com- 
missioner’s tight policy on expense 
deductions and may have established 
a precedent to be followed by other 
employees who attend conventions to 
improve their professional standings. 
The IRS employees filed petitions 
with the Tax Court of the United 
States in Dockets 86701 and 86702, 
contesting the disallowance of deduc- 
tions taken in 1957 for unreimbursed 
expenses of attending conventions of 
the National Association of Internal 
Revenue Employees (see 38 TAxEs 
626, August, 1960). These dockets 
were sent for trial by the Tax Court 
on the Jacksonville, Florida, session 
calendar beginning February 27, 1961. 
Prior to the cases being heard by 
the Tax Court, the Commissioner sur- 
prised the petitioners by withdrawing 
his objections to the convention ex- 
pense deductions, and agreeing to a 
settlement in the Tax Court holding 
there were no taxes due for 1957. 
The National Association of Inter- 
nal Revenue Employees (NAIRE) 
has hailed the Commissioner’s actions 
in these Tax Court dockets as setting 
a precedent. which can be cited by 
IRS employees when taking deduc- 
tions for expenses incurred when at- 
tending NAIRE conventions. 
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Funding Unfunded Plans 
of Deferred Compensation 


By CARL L. BUMILLER 


Mr. Bumiller is assistant counsel 
for The Union Central Life Insurance Company in Cincinnati. 


HE PROMULGATION OF REVENUE RULING 60-31, over 

a year ago, gave widespread impetus to the adoption of plans 
of deferred payment of compensation.’ 

The motive of the parties in adopting a deferred compensation 
plan may lie in the business purpose of deferring a portion of high 
income earned in active years to retirement years of greatly reduced 
income, This may be accompanied by a tax motive of deferring the 
receipt of compensation from high income tax bracket years to low 
bracket retirement years. It is probable that a fair proportion of 
plans of deferred compensation have been entered into largely with 
the tax motive in mind. 

[It is a sine qua non of any such plan that the employer, for whom 
services have been rendered, shall receive a tax deduction at some 
point with respect to the deferred compensation. 

It is the purpose of this article to review the legal principles 
underlying this revenue ruling, with emphasis on problems relating 
to direct and indirect funding of the obligations of the employer. 


Oates Case 

As the Internal Revenue Service, in Rev. Rul. 60-31, now acquiesces 
in the Oates case,*? some further analysis of that decision is desirable. 
Oates, a general agent of The Northwestern Mutual Life Insurance 
Company, was paid commissions based on the initial and nine suc- 
ceeding annual renewal premiums. The commissions on renewal 
premiums were paid to him during the nine-year period, as policy 
premiums were collected by his company. Oates and other general 
agents of the insurance company were not its employees at common 
law, but were independent contractors. 

Obviously, a general agent’s commission income decreases pro- 
gressively as he becomes less active in soliciting new business; as 
the nine policy renewals with respect to which he is receiving com- 
missions expire, and as subsisting policies lapse or are surrendered. 





‘1. R. B. 1960-5, 17. 
* Oates, 53-2 ustc $9596, 207 F. 2d 711 (CA-2), aff’g, CCH Dec. 19,049, 18 
TC 570 (1952). 
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Both Northwestern Mutual and its 
general agents. throughout the United 
States desired to: remedy this situa- 
tion by spreading-an agent’s commis- 
sions more evenly over a longer 15- 
year period after his retirement, more 
consonant with general life expectancy. 
Accordingly, an amended form of gen- 
eral agent’s contract was adopted. An 
agent had the choice of receiving his 
commissions under the new form of 
contract or remaining on the old basis. 

In brief, the new contract provided 
that renewal accruing 
after retirement of an agent would 
be paid in fixed monthly installments 
irrespective of the time when the re- 
newal premiums were collected. Per- 
sistency tables of life policy lapse 
experience, prepared by actuaries,. en- 
abled. an agent to receive a level in- 
come, with minimum adjustment, over 
the 15-year period. On April 27, 1944, 
Oates and the insurance company 
entered into the new contract under 
which he was to receive a monthly 
payment of $1,000 over a period of 
18 months. The new agreement was 
irrevocable as to both parties. Odates 
retired on April 30, 1944. 

The new agreement related almost 
solely to commissions on policies is- 
sued prior to its execution: It must 
be remembered, however, that the re- 
ceipt of the renewal commissions de- 


commissions 


pended upon a policyholder paying 
the renewal premiums to keep his 
To 
this extent, it may be-said that future 
renewal were not yet 
“earned”. by the general agent. If 


policy of life insurance in force. 
commissions 


a policy was renewed, however, he 
certainly: was entitled to receive re- 
newal commissions. 

The Circuit. affirmed the 
Tax Court decision that the renewal 
commissions were taxable to Oates 


Second 


as he received them in cash, and not 


as the premiums were collected. All 
arguments of the government, based 
on decisions of the United States Su- 
preme Court that an agent may not 
disengage himself from taxable income 
by attempting to assign renewal com- 
missions, were brushed aside.* 

The opinion stated that the parties 
had entered into a novation by amend- 
ing the old contract to such an extent 
that in reality it constituted. a new 
agreement. The extinguishment of 
the original obligation was considera- 
tion for the new agreement, and the 
latter was consideration for cancella- 
tion of the old, each being considera- 
tion for the other. 

In the mechanics of adopting any 
plan of deferred compensation, the 
formalities of entering into the new 
agreement observed in Oates may well 
be followed.. A concise agreement 
should spell out the precise method 
of paying the current as well as the 
deferred portion of the compensation. 
Corporate resolutions should be passed 
authorizing execution of the agree- 
ments by the corporation. 


Comparison of Oates 
and Rev. Rul. 60-31 


Oates 
many points of similarity and some 


and Rev. Rul. 60-31 have 
of contrast. The most important of 
these may be summarized as follows: 

(1). As the parties in Oates had en- 
tered into a. novation, the old agent’s 
contract was no longer in existence; 
the new contract only remained, in 
the opinion of the Court. In Rev. 
Rul. 60-31, -a binding agreement 
prescribing the mode and, time of 
payment of the deferred payments, 
appears in all five illustrative cases: 
Case 1 pertains to an employment 
contract with a new employee; Case 
2 involves a plan of deferred compen- 
sation for officers and key employees ; 





‘See Lucas v. Earl, 2 uste § 496, 281 Sy 4 
111 (1930); Helvering v. Eubank, 40-2 uste 
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Pras, “Sil 4), 'S: and Helvering v. 
Horst, 40-2 ustc § 9787, 311 U. S, 112. 
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and Case 3 illustrates a deferred com- 
pensation contract between an author 
and his publisher. Rev. Rul. 60-31 
approved the deferred compensation 
technique in each of these three cases. 

(2) The agreement by Northwest- 
ern Mutual to pay Oates was a mere 
contractual promise not involving notes 
and not secured or funded through 
establishment of any trust account, 
or segregation of securities or other 
Under Rev. Rul. 60-31, an 
individual to whom deferred compen- 
sation is to be paid, must have no 
interest in a trust or other fund: in 
which the deferred. amounts. might 
be carried. The evil in Case 4, in 
the ruling, in which a football player 
agreed with his employer club to have 
a part of his compensation paid to 
him over a period of five years, was 
that this portion was to be placed in 
escrow for him. Cases 1, 2 and 3 are 
examples of. mere contractual agree- 
ments where no trust is present or 
intended. 


assets. 


(3) The fact that Oates’ renewal 
commissions were credited to him in 
memorandum the 
ance company did not constitute a 
segregation of funds in his favor, in 
the opinion of the Court. In Rev. 
Rul. 60-31, Cases 1 and 2 illustrate 
the permissible use of credits of the 


records of insur- 


amount of deferred compensation to 
an accounting reserve account. 


(4) In Oates, the general agents 
were not employees at common law, 
but were independent contractors. In 
Cases 1, 2 and 4 in Rev. Rul. 60-31, 
the individuals performing the personal 
service were employees; in Cases 3 
and 5, they were independent contrac- 
As the ruling approved the de- 
ferred compensation arrangements in 
Cases 1, 2 and 3, it must be concluded 
that the ruling may be relied upon in 
independent contractor as well as em- 


tors. 


ployee situations. 
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(5) The new agent’s contract be- 
tween Oates and Northwestern Mu- 
tual did not impose any personal 
conditions or contingencies upon his 
right to receive the renewal commis- 
sions. In Rev. Rul. 60-31, only Case 
2 incorporates a set of contingencies. 
The employer’s liability to make pay- 
ments of the deferred compensation 
to the employee was made contingent 
upon the latter’s (a) refraining from 
engaging in any business competitive 
to that of the corporation, (b) making 
himself available to the corporation 
for consultation and advice after re- 
tirement or termination of his serv- 
ices, unless disabled and (c) retaining 
unencumbered any interest or benefit 
under the plan. In view of the fact 
that Cases 1 and 3. do not incorporate 
similar contingencies, it may be con- 
cluded that Rev. Rul. 60-31 does not 
require them. 

(6) The question of an allowable 
deduction to the insurance company 
was not in issue in Oates. Rev. Rul. 
60-31 recognizes an employer deduc- 
tion on a paid basis, within the limi- 
tations of reasonable compensation. 

(7) In Oates, amounts remaining to 
the credit of a general agent at his 
death continued to be paid until ex- 
hausted to designated beneficiaries. 
Cases 1 and 2 in Rev. Rul: 60-31 also 
permit this to be done. 


(8) There was a valid business pur- 


pose in adopting the new form of 
general agents’ contract in Oates. 
5 only, in Rev. Rul. 60-31, considers 
this aspect. An agreement was en- 
tered into between a boxer and his 


Case 


boxing club, under which his percent- 
age of the gate was to be paid to him 
in four annual installments. This was 
held to be a joint venture among 
the taxpayer boxer, his opponent and 
the boxing club. 
ing in his own right and was not per- 


Each boxer was act- 


Hence, 
the direction of the boxer to pay him 
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his share in annual installments merely 
constituted an arrangement to pay him 
what in actuality was already his. The 
argument of the Internal Revenue 
Service in Case 5 does not im haec 
verba discuss business purpose, how- 
ever the facts disclose that such de- 
ferments of income are not customary 
in prize fighting contracts. 
Succeeding sections of this article 
analyze in. greater detail the legal 
foundations for the conclusions reached 
in Rev. Rul. 60-31, especially as. they 
relate to the matter of funding. An 
important issue, often intertwined with 
other issues, is that of constructive re- 
ceipt of income in its various. aspects. 
Accordingly, this is first considered. 


Constructive Receipt— 
Economic Benefit Theory 


Income tax Regulations Section 
1.451-2(a) provides as. follows: 

“Constructive receipt of income— 
(a) General rule. Income although 
not actually reduced.to a taxpayer’s 
possession is constructively received 
by him in the taxable year during 
which it is credited to his account or 
set apart for him so that he may draw 
upon it at any time. However, in- 
come is not constructively received 
if the taxpayer’s control of its receipt 
is subject to substantial limitations 
or restrictions. Thus, if a corporation 
credits its employees with bonus stock, 
but the stock is not available to such 
employees until some future date, the 
mere crediting on the books of the cor- 
poration does not constitute receipt.”’ 

In Rev. Rul. 60-31, it is stated that 
the Code cannot be administered by 
speculating whether or not an em- 
ployee would have been willing to 
receive his compensation at an earlier 
date. The ruling cites the Board of 
Tax Appeals case of C. E. Gullett,* 
in which the Board said : 


“It is clear that the doctrine of con- 
structive receipt is to be sparingly 
used: that amounts due from a cor- 
poration but unpaid, are not to be 
included in the income of an indi- 
vidual reporting his income on a cash 
receipts basis unless it appears that 
the money was available to him, that 
the corporation was able and ready 
to pay him, that his right to receive 
was not restricted, and that his failure 
to receive resulted from exercise of 
his own choice.” 

In the light of the Regulations and 
the Gullett and other Board decisions, 
the Internal Revenue Service 
cluded that there was no construc- 
tive receipt of income in Cases 1, 2 
and 3. Accordingly, a corporation 
may enter into an employment con- 
tract with a new employee or agree 
with existing employees to make fu- 
ture payments of additional compen- 
sation to them for services currently 
rendered. Under such a contract, an 
employee will be entitled to stated 
compensation payable currently, say 
on a monthly basis, and to additional 
compensation currently credited to an 
accounting reserve account but de- 
ferred in actual payment until termi- 
nation of his employment, retirement, 
or his becoming a part-time employee 
or partially or totally disabled. 


con- 


In the mechanics of drafting an 
agreement, it may be found desirable 
to combine the current and deferred 
portions of salary into one annual 
salary amount, and then split the 
total into two portions: (a) the cur- 
rently paid amount, showing mode 
and time of payment; (b) the deferred 
amount, also with a recital of specific 
details. 

A distinct facet of the doctrine of 
constructive receipt, is the “economic 
benefit” theory. Under this, the value 
of any economic benefit which an em- 





“CCH Dec, 8857, 31 BTA 1067. 1069 
(1935). 
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ployee has received from his employer 
prior to actual receipt of cash pay- 
ments after retirement will be con- 
sidered the equivalent of cash. This 
doctrine may be illustrated by the 
case of Renton K. Brodie,® a frequently 
cited Tax Court decision. The board 
of directors of a corporation, of which 
petitioners were key officers, had in a 
prior year established a five-year plan 
for additional remuneration to certain 
executives and employees. The plan 
provided that at the end of each fiscal 
year the president of the company 
should determine the persons to re- 
ceive the additional compensation and 
the amount to be paid to each. In 
the taxable year, the president of the 
company directed the purchase of 
paid-up retirement annuity contracts 
and delivered the contracts to peti- 
tioners and others in the plan. Peti- 
tioners had no option to receive cash 
in lieu of the annuity contracts. The 
Tax Court held that the amounts paid 
as premiums for the contracts were 
expended for petitioners’ benefit and 
represented additional compensation 
to them, currently taxable to them 
under Section 22(a), Revenue Act 
of 1938. 

Richard R. Deupree® involved the 
same plan. The president of the com- 
pany directed it to purchase his an- 
nuity. The Tax Court held that the 
cash used to purchase the annuity was 
constructively received by him in the 
year of purchase. In FE. T. Sproull? 
a corporation paid over to a trustee 
in 1945 the sum of $10,500 as com- 
pensation for past services rendered 
by the petitioner. The trustee was 
directed to hold, invest and pay over 
this sum to petitioner or his estate 


in two installments in. 1946 and 1947. 
It was held, on the authority of Brodie, 
that the entire trust fund was income 
to the petitioner in 1945. 

The economic benefit to the em- 
ployees in Brodie was the delivery 
to them of commercial annuity con- 
tracts issued by a life insurance com- 
pany. Although the values in the 
annuities could not be commuted, the 
annuities themselves constituted prop- 
erty, the value of which was includ- 
able in gross income. Although the 
precise valuation of such a contract 
may present some problems, the pre- 
mium cost rule in the Gift Tax Regu- 
lations, Regulations Section 25.2512-6, 
or as in Brodie the amounts paid for 
the individual annuities, represents 
the fair measure of market value in 
most instances. 

Immediately, question is posed 
whether the mere unsecured contrac- 
tual promise of an employer to pay 
compensation to an employee on a 
deferred basis constitutes a present 
economic benefit to him. 


Unsecured Contractual 
Promise of Employer 

The Internal Revenue Service con- 
sistently has failed to claim over. a 
period of years that an unfunded agree- 
ment of an employer to make the 
payments when due constitutes a pres- 
ent economic benefit to the employee.® 

Rev. Rul. 60-31 itself expressly af- 
firms this consistent position by hold- 
ing that a mere unfunded promise to 
pay, not represented by notes or other 
obligations or secured in any manner, 
does not constitute income under the 
cash receipts method or the economic 
benefit theory. 





*C€CH Dec. 12,907, 1 TC 275 (1942). 

*CCH Dec. 12,888, 1 TC 113 (1942). 

"CCH Dec. 18,664, 16 TC 244 (1951), 
affd. per curiam, 52-1 ustc J 9223, 194 F, 2d 
541 (CA-6). 

*See New York University, /nstitute on 
Federal Taxation, as follows: John W. 
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Ahern, Seventh Annual, p. 868: Hal Canary, 
Eighth Annual, p. 1047; Richard F.: Barrett, 


Eleventh Annual, pp. 139-141. See also ac- 
cord, William E. Freeman, CCH Dec. 14,320, 
4 TC 582 (1945); Howard Veit, CCH Dec. 
15, 718, 8 TC 809 (1947): Shuster v. Helver- 
ing, 41-2 ustc § 9601, 121-F. 2d 643 (CA-2). 
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In several recent decisions, the Tax 
Court and the Sixth Circuit have ap- 
plied the above principle to situations 
which appear to fall within the ambit 
of Brodie and Sproull. For example, 
in the Tax Court case of Olmsted In- 
corporated Life Agency,® the taxpayer 
was the exclusive general agent for 
a life insurance company. In 1959 
the agent and the company termi- 
nated his exclusive agency contract 
and executed a new agreement under 
which the old contract was cancelled 
and the taxpayer was issued annui- 
ties which were to pay him $500 a 
month over a period of. 180 months. 
The present value of these annuity 
payments approximated that of the 
renewal commissions which were can- 
celled by the new agreement. It was 
held that the taxpayer realized in- 
come only as he received annuity pay- 
ments under the annuity contract. 
The Court held that he did not enjoy 
an economic benefit by virtue of re- 
ceipt of the annuity contract itself, 
as, for example, its commuted value 
as. the Commissioner argued. The 
Tax Court likened the arrangement 
to the unfunded contractual obliga- 
tion in the Oates case. 

The Olmsted situation is. interest- 
ing in that the employer was a life 
insurance. company, thus was in a 
position easily to issue its regular 
form of annuity contract to fund the 
revised schedule of payments of the re- 
newal commissions. Here also; the 
Tax Court held that the facts fell 
within the purview of Oates, as con- 
stituting a mere contractual obligation 
of the employer although evidenced 
by a formal annuity contract. 

In a decision of the Sixth Circuit, 
George W: Drysdale v. Commissioner,’® 
the employee had entered into a formal 
written employment contract with 
Briggs Manufacturing Company under 


®°CCH Dec. 24,499, -35 No. °51 
(December 22, 1960). 
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which a portion of his salary was to 
be paid to him in the ten-year period 
following termination of his full-time 
activities. It appears that this deferred 
compensation agreement would have 
complied in all respects with the re- 
quirements of Rev. Rul. 60-31. In 
1953, Briggs negotiated the sale of 
the particular division of its business 
to Chrysler Corporation and a sale 
was consummated. In this circum- 
stance, Briggs and Drysdale amended 
his employment contract on Decem- 
ber 28, 1953, to set aside the deferred 
payments into a trust fund, which the 
trustee was to pay to Drysdale upon 
his reaching age 65 or upon termi- 
nation of his full-time employment. 

The Sixth Circuit reversed the Tax 
Court decision that Drysdale had re- 
ceived constructive receipt of income 
upon establishment of the trust fund, 
and held that the case came within 
the purview of the unfunded agree- 
ment in Oates rather than the reason- 
ing in Sproull. 


Drysdale could exercise no dominion 
over the funds in possession of the 
trustee, and, in the opinion of the 
Sixth Circuit, his interest in the trust, 
if any, was a forfeitable one. The 
decision is also bolstered by an under- 
lying business purpose, namely, that 
the funding arrangement in the revised 
agreement was necessary in view of 
the sale of the particular division of 
Briggs to the Chrysler Corporation. 

Whatever apparent authority to the 
contrary there may appear to be in 
Olmsted and Drysdale,. it is. recom- 
mended that an employee be accorded 
no rights in any trust fund, securities, 
or life insurance or annuity contract. 


Parenthetically, it may be suggested 
that under the 1954 Code, there would 
be no income to Drysdale except as 
he received the cash payments, as 
more fully discussed in the following 


” 60-1 ustc J 9415, 277 F. 2d 413 (CA-6). 
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paragraphs. Under the Regulations, 
however, as his rights in the trust 
were forfeitable at the time the em- 
ployer’s contribution to it was made, 
the employer would be denied a tax 
deduction for any taxable vear. 


Impact of Sections 401-404, 
1954 Code 

The critical provisions of the Inter- 
nal Revenue Code of 1954, which have 
a specific impact on the funding prob- 
lem, are found in Sections 401-404. 
It will be recalled that these sections 
of the Code prescribe underlying rules 
for the taxability of amounts received 
by employees, and the deductibility 
of amounts paid out by employers, 
under both qualified and nonqualified 
pension and profit-sharing plans and 
plans for the payment of deferred com- 
pensation. In general, the statutory 
provisions are consistent with pre- 
1954 decisions such as Brodie, relating 
to economic benefit and constructive 
receipt, at least in the area of deferred 
compensation. 


These sections relate principally 
to funded plans, including the most 
informal plans of deferred compen- 
sation..* They make it clear that 
funding a plan of deferred compen- 
Sation, except indirectly, should be 
avoided. The penalty for funding 
variously may be immediate taxable 
income to an employee, or denial of 
a deduction to the employer for any 
taxable year. These adverse conse- 
quences may result whether funding 
is attempted by means of a_ non- 
exempt trust or by way of a non- 
qualified annuity. 


If the trust is a nonexempt trust, 
that is, is part of a nonqualified pen- 
sion or profit-sharing plan or plan of 
deferred compensation, and the rights 
of the employee in the trust are non- 


“1954 Code Sec. 404(b), Regs. Sec. 
1,404(b)-1. 
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forfeitable, any contributions by the 
employer are includable in income of 
the employee for the year in which 
the contribution is made. The em- 
ployer may take the tax deduction 
in that year also. If the employee’s 
interest in the trust is forfeitable at 
the time the contribution is made, 
even though his interest later becomes 
nonforfeitable, the amount of the con- 
tribution is not includable in income 
at the time his interest becomes non- 
forfeitable. Subsequently, however, as 
the employee receives distributions 
from the trust, he will be taxed upon 
their receipt according to the annuity 
rules prescribed in Section 72, 1954 
Code.*” 


Wherein lies the danger then, in 
establishing a nonqualified trust in 
which the employee’s rights change 
from a forfeitable one to a nonfor- 
feitable one? It is not on the income 
side, as the foregoing discussion dis- 
closes, but on the deduction side. The 
last sentence of Regulations Section 
1.404(a)-12 provides that if an amount 
is paid during the taxable year into 
a trust or under a plan and the em- 
ployer’s rights to such amounts are 
forfeitable at the time the amount is 
paid by the employer, no deduction 
is allowable to the latter for such 
amount for any taxable year. 

This provision, which originally ap- 
peared in the Regulations under the 
1939 Code, is intended to forestall the 
adoption of funded plans which do not 
comply with the technical provisions 
of the Code and Regulations. 

The denial of deductibility for any 
taxability year prescribed in similar 
Regulations under the 1939 Code, was 
held invalid by the Court of Claims in 
Russell Manufacturing Company v. 
U. S., as not being warranted by the 
language of the statute. This case 





"1954 Code Sec. 402(b). Regs. Sec. 
1.402(b)-1. 
* 59-2 ustc 9.9582, 175 F. Supp. 159. 
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held that an employer was entitled to 
a tax deduction in the year amounts 
were paid to an employee. On the 
other hand, this provision of the Regu- 
lations was squarely upheld by the 
Seventh Circuit in Wesley Heat Treat- 
ing Company v. Commissioner.** The 
Regulation still stands, and, unless 
finally overturned must be taken into 
account. 


The situation is no better if an em- 
ployee is given either a nonforfeitable 
or forfeitable interest in a nonquali- 
fied annuity, as Code Section 403 and 
Regulation Section 1.403(b)-1  pre- 
scribe matching rules.. The language 
of the last sentence of Regulations 
Section 1.404(a)-12 is broad enough 
to deny an employer deduction in this 
instance also, for any taxable year. 


Employer's Fund 
“of His Own’’ 

In many instances, an employer may 
desire to establish a fund on his own 
initiative or, perhaps, purchase annui- 
ties or life insurance on the lives of 
employees who are participating in 
the plan. If such employees have no 
legal or beneficial right to or interest 
in any fund or trust, life insurance or 
annuities, may an employer utilize 
any of these funding devices on his 
own initiative without running afoul 
of the proscriptive provision of Regu- 
lations Section 1.404(a)-12 or the 
hurdles of constructive receipt or eco- 
nomic benefit ? 

There is no doubt that an employer 
may do this. If. the funding is to be 
accomplished through the medium of 
life insurance, the type of policy usu- 
ally purchased for this purpose is life 
paid up at 65, with the employer cor- 
poration named as: owner and bene- 
ficiary. The use of life insurance in 





* 59-2 ustc J 9524, 267 F. 2d 853 (CA-7). 
* 57-2. ustc 19920, 247 F. 2d 440 (CA-7), 
rev’'g CCH Dec. 21,921, 26 TC 1020 (1956). 
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this connection has been approved by 
the courts and acquiesced in by the 
Internal Revenue Service. 


In Oreste Casale,* arising under the 
1939. Code, a corporation entered into 
a deferred compensation agreement 
with its president who owned 98 per 
cent of its outstanding stock. On the 
same date, the corporation applied to 
an insurance company for a $50,000 
life insurance policy insuring the 
president’s life for the benefit of the 
corporation, with itself to be named 
as owner and beneficiary. The corpo- 
ration had the right to assign the 
policy, borrow on it, change the bene- 
ficiary. and receive dividends. The 
Second Circuit held that the annual 
premium paid by the corporation for 
the policy was not a distribution of a 
taxable dividend to its. president in 
the year of payment of the premium. 


Although a principal issue in Casale 
was whether the corporate entity should 
be disregarded, the decision also is 
authority for the rule that taxable 
income. to an employee does not flow 


from the purchase of insurance in 
which he has no ownership or bene- 
ficiary interest. 

The Casale case has been acquiesced 
in by the government in Rev. Rul. 
59-184,?® which held that: 

“The payment of premiums by the 
corporation is merely an independent 
act by the corporation by which it 
converts one asset, cash, into another 
asset, an insurance policy, and such 
action has no relationship whatsoever 
to the receipt of income by the stock- 
holders.” 


Casale was among a flutter of re- 
lated decisions handed down in the 
last three years, also decided under 
the 1939 Code and involving corpora- 
tion-owned insurance purchased to 


* 1959-1 CB 65. 
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fund buy-and-sell agreements.” Fol- 
lowing reversals of the respective lower 
court decisions in these three cases, 
the government acquiesced in Casale, 
Prunier and Sanders v. Fox.. It may 
be taken as settled that corporate- 
owned insurance may be purchased to 
fund a deferred compensation agree- 
ment, provided the insured employees 
have no ownership or beneficiary in- 
terest in the policies. 


The rationale of these decisions and 
the expressed reasoning in Rev. Rul. 
60-31, similarly permits a corporation 
on its own account to establish a fund 
or purchase securities for the purpose 
of assuring eventual payment of its 
contractual obligations under deferred 
compensation agreements. Here, also, 
the funds or securities may not be 
held in trust for participating em- 
ployees. What facts amount to a 
trust under local state law may take 
various turns. The evil in Case 4 
in Rev. Rul. 60-31 was the payment 
of the deferred portion of a football 
player’s compensation into an escrow 
account for his benefit. Such an escrow 
account constitutes a trust."® 


Other fact situations may be more 
nebulous. For example, it has been 
suggested that in spite of the state- 
ment in Rev. Rul. 60-31 that a trust 
was not intended in Case 2, a trust 
nevertheless may have been created 
under local state law. This arises 
from the last sentence of paragraph 1 
under Case 2 that each account was 
also credited with the net amount, if 
any, realized from investing any por- 
tion of the amount in the account. 
Income from investments contemplates 
an asset as distinguished from an ac- 
counting reserve account established 

™ See Prunier, 57-2 ustec § 10,015, 248 F. 2d 
818 (CA-1), rev’g CCH. Dec. 22,327, 28 TC 
19 (1957); Sanders v. Fox, 58-1 uste { 9415, 


253 F. 2d 855 (CA-10), rev’g and remd’g 
57-1 ustc {[ 9661, 149 F. Supp. 942. 
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out of profits. Probably, interest at a 
stated rate may be credited to each 
participant’s share of an accounting 
reserve without creating a trust, if 
this.is not accomplished by the invest- 
ment of a fund or the purchase of 
securities out of corporate assets. 


The employer’s “kind of investment 
of its own,” as in Elliott C. Morse, 
should be distinguished from ‘“‘for- 
feitable rights” of an employee in a 
fund. The Regulations under Sections 
401-404, 1954 Code lay down the rules 
for determining when an employee's 
rights are forfeitable as distinguished 
from nonforfeitable but do not tell us 
how an employer may, ex parte, es- 
tablish an independent funding vehicle.”° 
Rev. Rul. 60-31 itself is no help on 
this. On the other hand, Casale, 
Prunier, Sanders v. Fox, Elliott C. 
Morse and Rev. Rul. 59-184, considered 
in the aggregate, amply demonstrate 
that an employer may establish an 
independent funding medium “on his 
own,” 


However, they do not help in 


matters of interpretation of local state 
law. 

Perhaps tax questions may also be 
raised with respect to certain plans 
which contemplate a distribution of 
shares of stock to the participants. If 
a corporation sets aside shares of its 
stock in a separate fund, albeit a fund 
“of its own” in which the participants 
have no apparent interest, it is con- 
ceivable that they nevertheless have 
been granted a trust interest under 
local state law. The participants have 
more than a mere contractual promise 
of their employer; they have also a 
right in rem to demand delivery of 
their shares of stock. If this right 
constitutes a trust interest, it is in 





* Restatement of the Law: Trusts, Secs. 
26i, 32c; Corpus Juris Secundum: Escrows, 
Secs. 8, 12. 

*CCH Dec. 18,759, 17 TC 1244, 1249 
(1953), aff'd, 53-1 ustc 9202, 202 F. 2d 69 
(CA-2). 

* Regs. Sec. 1.402(b)-1. 
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contravention. of the prohibitions in 
Rev. Rul. 60-31. There is a serious 
possibility also that this right in rem, 
whether or not it amounts to a trust 
under local law, may be such a for- 
feitable right in the shares of stock as 
to deny an employer deduction for 
any taxable year, under Regulations 
Section 1.404(a)-12. Possibly, so-called 
“phantom” stock plans which distribute 
cash only and do not involve actual 
delivery of shares are more immune 
to attack.** 


In any event, great care should be 
observed in drafting an agreement, 
adopting corporate resolutions, and in 
the purchase of life insurance or es- 
tablishment of a fund, to avoid a tie- 
in between the funding agent-and the 
plan of deferred compensation, and to 
negate any implication except that of 
a mere contractual promise by the 
employer. 


Such funding by a.corporation on 
its own creates no problem in and of 
itself under Code provisions relating 
to corporations. improperly accumu- 
lating surplus. Corporate liability on 
the deferred compensation agreements 
is an existing fact, and the accumula- 
tion of funds to meet this obligation is 
within the reasonable needs of the 
business under Sections 531-537, 1954 
Code, the Regulations and decided 
cases. Specifically, with respect to 
the purchase of life insurance by .a 
corporation, it has. been held that the 
purchase of key man insurance, even 
in the absence of a deferred compen- 
sation liability, serves a valid corpo- 
rate purpose.” 


Business Purpose 


Massive showing of a valid busi- 
ness purpose was made in Oates. Rev. 





* Such plans maybe objectionable under 
state law for nontax reasons.: See Berkwitz 
v. Humphrey, 163 F; Supp. 78 (DC Ohio, 
1958). - Compare. Lieberman’'v; Becker, 155 
A. 2d 596 (Del., 1959) in which such plans 
were approved. 
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Rul. 60-31 itself barely touches upon 
this issue except for Case 5 in which 
a deferred compensation arrangement 
was included in a prize-fighting con- 
tract. This was not customary in the 
profession. Similarly, the facts in 
Olmsted evidenced an underlying busi- 
ness purpose, as did those in Drysdale. 


It cannot be stated with assurance 
to what extent the Internal Revenue 
Service and the courts will require the 
presence of a valid business purpose. 
It is likely that the Service will care- 
fully scrutinize arrangements, such as 
those in Drysdale or Olmsted in which 
an annuity is issued or a trust fund 
is established, for the presence of sound 
business reasons. 


It should not be difficult to bottom 
a plan of deferred compensation on an 
adequate foundation of business pur- 
pose, expressed in terms of providing 
for the retirement years of faithful 
employees and securing their faithful- 
ness to the employer in their active 
years. In the light of Oates, Olmsted 
and Drysdale, it is recommended that 
such a foundation be built in the vari- 
ous steps leading to final execution of 
the plan. 


Contingencies 


Prior to promulgation of Rev. Rul. 
60-31, it was customary to impose 
conditions upon the right of an em- 
ployee to receive his deferred com- 
pensation, in order to avoid possible 
immediate impact of the constructive 
receipt and economic benefit doctrines. 
For example, such conditions. or con- 
tingencies might include an agree- 
ment by an-employee to refrain from 
rendering service to competitors after 
retirement, or an agreement to. make 

* Emeloid Co., Inc., 51-1 ustc { 66,013, 189 


F. 2d. 230 (CA-3); rev’g CCH Dec. 17,713, 
14 TC 1295. 
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himself reasonably available for con- 
sultation to the corporation. 


From the viewpoint of employees, 
it may be desirable to eliminate such 
contingencies from the plan, especially 
where they are agreeing to defer a 
portion of their regular salary or 
salary increases which they otherwise 
would receive currently. On the other 
hand, where an employing corpora- 
tion desires to “do something” for key 
employees by way of deferred com- 
pensation or retirement pay, or desires 
to gain their continued loyalty in their 
active years, it may desire to impose 
compliance with the above or similar 
conditions. 


Rev. Rul. 60-31 now recognizes that 
it is not necessary to incorporate a set 
of contingencies in the deferred com- 
pensation agreements.. In Case. 2, 
contingencies were included in the 
agreement. However, the underlying 
reasoning of the ruling does not ap- 
pear to require them in view of the 
flat statement that the employees. in 
Case 2 enjoyed the mere contractual 
agreement of their employer. If a 
trust lurks in Case 2 by reason of 
interest “realized from investing” a 
portion of the accounting reserve ac- 
count, as discussed above, contingen- 
cies may be included if agreeable to 
all parties. 

As the Internal Revenue Service 
now acquiesces in Oates, in which no 
conditions were imposed on the re- 
ceipt of the deferred compensation, it 
reasonably may be concluded that 
contingencies are not necessary. 


Several. collateral problems may 
arise in connection with the insertion 
of a requirement in a deferred com- 
pensation agreement, that the employees 
will be available for consultation after 
retirement. One of these is an issue 
in. a case now pending in the Tax 
Court, to-wit: Sam D. Traub v. Com- 
missioner.2> The Commissioner is 


*Dkt. No. 89662, filed October 24, 1960. 
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denying capital gain treatment of a 
final lump-sum payment from a quali- 
fied profit-sharing trust, on the ground 
that the requisite element of “separa- 
tion from service” is missing because 
the employee continues in the service 
of his former employer. Petitioner al- 
leges that in any consultation between 
him and his employer, he would have 
an independent contractor status and 
not that of an employee. Until de- 
cided, this issue must be taken into 
account in any plan in which it is 
proposed to include conditions or con- 
tingencies based on availability for 
consultation. 

Another problem, also related to the 
requirement that a retired employee 
shall be available for consultation, 
arises under the social security law. 
Benefits may be lost if an employee 
continues to work at a job or engages 
in self-employment and earns more 
than $1,200 in a year. However, no 
benefit will be lost for any month in 
which he neither earns more than 
$100 in wages from any source, nor 
renders substantial service in self- 
employment. Unless there is actual 
rendition of services as an employee 
or in self-employment, social security 
benefits will not be reduced. This 
possibility should be taken into con- 
sideration, and the regulations under 
the social security law thoroughly 
studied, to determine whether or not 
to include consultation conditions. 


Employer's Deduction 


Although it was not an issue in 
Casale, a corporation receives no de- 
duction at the time of payment of 
premiums on life insurance, as it is 
the owner and beneficiary of the in- 
surance contract. Also, as the death 
proceeds when received are exempt 
from income taxation under Section 
101, 1954 Code, premiums are nonde- 
ductible, as they are allocable to such 
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tax exempt income.** The payment 
of premiums by a corporation has also 
been considered a capital expenditure.” 


The allowance of a deduction as 
payments are made to retired em- 
ployees is specifically recognized in 
Rev. Rul. 60-31. Under Code Section 
404(a)(5) the deduction is on a paid 
basis for all taxpayers, and may be 
taken for the year in which the com- 
pensation is paid. 


The dangers inherent in Regula- 
tions Section 1.404(a)-12, which denies 
a deduction for any taxable year 
where. the employee has forfeitable 
rights in a fund, must, of course, be 
avoided as long as the Regulation 
stands. 


Section 404(a) permits a deduction 
only if the payments constitute reason- 
able. compensation for personal serv- 
ices actually rendered, under the rules 
prescribed in Section 162(a)(1), 1954 
Code. What is reasonable compensa- 
tion under this section and Regula- 
tions Section 1.162-7 is a question of 
fact under all the circumstances. 


Specifically, Regulations Section 
1.404(a)-1(b) has this to say about 
reasonableness of. compensation in 
plans of deferred compensation and in 
pension and profit-sharing plans: 


“What constitutes a reasonable al- 
lowance depends upon the facts in 
the particular case. Among the ele- 
ments to be considered in determin- 
ing this are the. personal. services 
actually rendered in priot years as 
well as the current year and all com- 
pensation and contributions paid to or 
for such employee in prior years as 
well as in the current year. Thus, a 
contribution which is in the nature of 
additional compensation for services 
performed in prior years may be de- 
ductible, even if the. total of - such 
contributions and other compensation 





* See 1954 Code Secs. 264 and 265(1). 
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for the current year would be in ex- 
cess of reasonable compensation for 
services performed in the current 
year, provided that such total plus all 
compensation and contributions. paid 
to or for such employee in prior years 
represents a reasonable allowance for 
all services rendered by the employee 
by the end of the current year.” 


Although these provisions gener- 
ally apply to funded plans only and 
not to unfunded plans, the underlying 
principles of reasonableness which 
they enunciate are equally applicable 
to unfunded plans of deferred com- 
pensation. 


The problems in this area would ap- 
pear to be no greater than in the 
usual. compensation situation and, 
conceivably, may be less, as the total 
compensation of the employee is 
spread over a greater number of years. 


Payments to Beneficiaries 


In the usual deferred compensation 
contract, for example, as illustrated 
in Cases l-and 2 in Rev. Rul. 60-31, 
any amounts remaining credited to an 
employee in the accounting reserve 
account at his death generally are dis- 
tributed in installments to designated 
beneficiaries. These payments give 
rise to income tax and estate and in- 
heritance tax questions. 


The commuted value of these future 
payments as of the date of death of a 
participating employee, are includa- 
ble in the gross estate for federal es- 
tate tax purposes, and generally will 
be taxed also under state inheritance 
tax laws. 

Federal estate taxation is governed 
in part by Section 2033, 1954 Code, a 
general section which includes in the 
gross estate of a decedent the value of 
any property to the extent of his 
interest at the time of death. In addi- 


* Merrimac Hat Corporation, CCH - Dec. 
8,347, 29 BTA 690 (1934). 
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tion, Section 2039 specifically includes 
in the gross estate, any annuity or 
other payment received by a bene- 
ficiary pursuant to a contract entered 
into by the deceased employee during 
his lifetime, under which he, during 
his lifetime, was entitled to receive 
such annuity or other payments. Pay- 
ments to a beneficiary under qualified 
pension and profit-sharing plans are 
exempt except to the extent of con- 
tributions by the employee under the 


qualified plan. 


any contingencies which 
may have been inserted in a deferred 
compensation agreement, compliance 
with which is a condition precedent 
to. an employee receiving his deferred 
compensation, will cease to have an 
operative effect after his death. The 
value for federal estate tax purposes 
will not be decreased for any weight 
which otherwise might be given such 
contingencies during his lifetime. 
Value is determined as of the moment 
immediately after death.*® 

The taxable value to be included in 
the gross estate of a deceased employee 
is determined from Tables I and II, 
federal estate tax, Regulations Sec- 
tion 20.2031-7. In general, this is the 
present value as of the date of death 
of the employee, of the future pay- 
ments going to the widow or other 
beneficiary. 


Usually, 


Specific provisions of state death 
tax laws should be consulted for local 
rules. Taxability under the Ohio in- 
heritance tax law is exemplified by 
In Re Daniels’ Estate, in the Supreme 
Court of Ohio.?" 


Where the deferred compensation 
agreement is indirectly funded through 


life insurance purchased by a corpora- 
tion, no direct estate tax problem re- 
lating to the insurance arises in the 
employee’s estate, as he held no in- 
cidents of ownership in the policy 
during his lifetime. Section 2042, 
1954 Code. The death proceeds re- 
ceived by the corporation are exempt 
from income tax under Section 101 
(a) (1), 1954 Code.?® 


With respect to the impact of the 
federal income tax on the amounts 
received by the widow or other bene- 
ficiary, rulings and decisions relating 
to post-mortem gifts to a beneficiary 
generally are inapplicable.2® Payments 
to the widow are made in this circum- 
stance by virtue of a binding obliga- 
tion of the corporation and not in- 
tended as a gift, and are taxable to 
her as received.*° 


If the commuted value of the future 
payments going to a beneficiary previ- 
ously had been taxed in the employ ee- 


participant’s estate, Section 691(c) 
and Regulations Section 1.691(c)-1 


under the income tax.law, give partial 
relief against this double application 
of the two taxes, by permitting an 
income tax deduction for the amount 
of federal estate tax attributable to 
the future payments. 


Although a beneficiary is taxable on 
the amounts received, he is allowed 
to. exclude up to $5,000 under Section 
101(b), 1954 Code, provided the de- 
ceased employee had a forfeitable 
right to receive the amounts if he had 
lived. Thus, if an employee’s right 
to receive deferred compensation dur- 
ing his lifetime had been subject. to 
his compliance with certain contin- 
gencies included in the deferred com- 





" Goodman v. Granger, 57- 1 ustc § 11,687, 


243 F. 2d 264 (CA-3), rev’g 56-1 USTC 
7 11,595, 147 F. Supp. 535, cert. den., Oct. 14, 
1957. 


* 111 N. E. 2d 252, 159 O. S, 109 (1953). 

* Supplee-Biddle Hardware Company. v. 
Commissioner, 44-2 uste J 9448, 144 F. 2d 711 
(CA-3). 


Deferred Compensation 





* See U.S. v. G. P. Reed, 60-1 ustc § 9349; 
227 F. 2d 456 (CA-6); aff’g 59-1 ustc J 9264, 
177 F. Supp. 205; I. T. 4027, 1950-2 CB 9. 
On the gift issue, see also Estate of Pierpont, 
35.TC —, No. 10, held not a gift; U. S.-v. 
Kasynski, 60-2 2 ustc J 9792 (CA-10), held a gift. 

* 1954 Code Sec. 691 and Regs. Sec. 
1.691(a)-2 (b) Example (1). 
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pensation agreement, the $5,000 exclu- 
sion is permitted to his beneficiaries.** 


Conclusions 

Should a proposed plan of deferred 
compensation be patterned as closely 
as possible after one of the three ap- 
proved cases, namely Cases 1, 2 and 
3? As a general rule’ of draftsman- 
ship, it may be good practice to do 
this if not too much violence is done 
to the desires of the parties to the 
agreements.. On the other hand, the 


requirements of an unfunded contrac- 
tual obligation and others, enunciated 
in Rev. 


Rut. 60-31, the Code and de- 


cided cases, are sufficiently clear. If 
a plan is drafted in accordance with 
such requirements, it should be im- 
mune to attack whether or not it is 
patterned after one of the approved 
cases. 

Rev. Rul. 60-31 bids fair to give 
still further impetus to the adoption 
of plans for the payment of deferred 
compensation. The tax incentive may 
be substantial, and this will undoubt- 
edly influence many employers to 
foster an increased loyalty on the part 
of executive and key personnel through 
the medium of plans of deferred 
compensation. [The End] 


TAX MAN'S SECRETARY BECOMES A BRIDE 


Me, 


“The way | see it, one of us has to file Form 1128 so that our fiscal years will con- 
form in case we wish to file joint returns. Then, we have to decide whether to take 
the itemized deduction and save your taxes or the optional deduction as | am in the 
habit of doing. Then there's that problem about cash or accrual basis. And | have 
a list of more technical items . . . would you like to go over them now?.. .”’ 


101(b) (2)(B) 








oe 1954 Code ‘See 
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Our Thoughtful Tax Man this month, Ralph H. Kline, is 
associated with the B. F. Goodrich Company, Akron, Ohio. 


HE PURPOSE of this article is to consider the tax benefits avail- 

able through the use of subsection 902(d), a provision added to the 
Internal Revenue Code for the first time in 1954. It appears that, in 
addition to the “deemed paid” tax credit, another tax benefit can be 
obtained through the use of Section 902(d)—the benefit of receiving 
capital gains treatment. 

Section 902 of the Internal Revenue Code of 1954 provides for 
United States tax credit for foreign taxes paid or “deemed paid” by 
domestic corporations. Subsections 902(a), (b) and (c), relating to 
credit by domestic corporations for income, war profits and excess 
profits taxes paid by a foreign corporation to any foreign country or 
possession of the United States, are identical in substance to Section 
131(f) of the 1939 Code. 

However, the new subsection 902(d) provides: 


‘ 


‘ . . SpectaAL RuLES FOR CERTAIN WHOLLY-OWNED ForREIGN Cor- 
PORATIONS.—For purposes of this subtitle, if— 


“(1) a domestic corporation owns, directly or indirectly, 100 per- 
cent of all classes of outstanding stock of a foreign corporation en- 
gaged in manufacturing, production, or mining, 

“(2) such domestic corporation receives property in the form of 
a royalty or compensation from such foreign corporation pursuant to 
any form of contractual arrangement under which the domestic cor- 
poration agrees to furnish services or property in consideration for 
the property so received, and 

“(3) such contractual arrangement provides that the property so 
received by such domestic corporation shall be accepted by such 
domestic corporation in lieu of dividends and that such foreign corpo- 
ration shall neither declare nor pay any dividends of any kind in any 
calendar year in which such property is paid to such domestic corpo- 
ration by such foreign corporation, then the excess of the fair market 
value of such property so received by such domestic corporation over 
the cost to such domestic corporation of the property and services so 
furnished by such domestic corporation shall be treated as a distribu- 
tion by. such foreign corporation to such domestic corporation, and for 
purposes of section 301, the amount of such distribution shall be such 
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excess, in lieu of any amount other- 
wise determined under Section 301 
without regard to this subsection ; and 
the basis of such property so received 
by such domestic corporation shall be 
the fair market value of such prop- 
erty, in lieu of the basis otherwise 
determined under Section 301(d) with- 
out regard to this subséction. 

“(e) Cross REFERENCE.—For reduc- 
tion of credit with respect to. divi- 
dends paid out of. accumulated profits 
for years for which certain informa- 
tion is not furnished, see Section 6038.” 

The apparent purpose is to provide 
a means. for.a domestic corporation 
to receive the income of a foreign sub- 
sidiary while utilizing the “deemed 
paid” credit when the country of origin 
has. restricted the payment of divi- 
dends. Previous articles which. ap- 
peared in TAxes—The- Tax Magazine 
in 1958 and 1959? have discussed this 
section of the Code. The articles, 
however, discussed the question. of 
whether it is necessary to recompute 
the profits of the foreign subsidiary 
when the subsidiary has been allowed 
a tax deduction for the royalty pay- 
ment. The article at 37 Taxes 129 
(February, 1959) concluded, correctly, 
I believe, that the total profit of the 
foreign corporation. used to compute 
the foreign tax credit is the total 
profit before: deducting the royalty 
payment. 

An article in the March, 1960 issue 
of Taxes * pointed out that it is pos- 
sible to receive royalties from foreign 
countries which. will be taxable as 
long-term capital gains. Although I 
do not agree with all the conclusions 
of this article, it is well established 

* Baker and Creed, “A Tax Credit Anomaly 
Involving. Income from a Foreign Sub- 
sidiary,” 36 Taxes 329 (May, 1958) ; Brainerd 
and White, “Foreign Tax Credit: The 
Homology of the Anomaly,”. 36 Taxes 821 
(November, 1958); Owens, E. A., “Royalties 


from Foreign Subsidiaries,” 37 Taxes 129 
(January, 1959). 
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that (1) payment for a capital asset 
need not be made in a lump sum in 
order to qualify for capital gains 
treatment,® and (2) foreign taxes which 
are imposed on income which is not 
taxable in the United States or is 
taxable at capital gains rates can be 
used as credits against United States 
income taxes.* 


Freeport Sulphur Company v. U. S. 
—The Freeport. Sulphur case® in- 
volved the question of whether a 
taxpayer can receive the benefits of 
the capital gains rate while also re- 
ceiving “deemed paid” tax credit. In 
this case a domestic corporation owned 
approximately 97 per cent of the stock 
of a Cuban mining company. Free- 
port decided to liquidate the mining 
company. In 1947 it received two 
cash distributions in partial redemp- 
tion of the shares of stock. Cuba 
treated the September distribution as a 
dividend paid from the surplus of the 
mining company and imposed a with- 
holding tax. In October, Freeport 
received a second cash distribution. 
Under the laws. of Cuba this distribu- 
tion was not considered a payment 
out of surplus and no dividend tax 
was withheld. 


Freeport Sulphur treated the amount 
it received in excess of its capital 


investment as a long-term capital 
gain. After computing its income tax 
on this basis, Freeport Sulphur claimed 
tax credit for the amount of tax with- 
held and for the “deemed paid” tax 
credit. .The Commissioner of Internal 
Revenue disallowed both tax credits. 
Freeport Sulphur filed a claim for re- 
fund which was rejected by the Com- 
missioner. 


* Brainerd, A. W., “Income from Licensing 
Patents Abroad,” 38 Taxes 209 (March, 1960). 

*W.E. King, 56-1 ustc $9157, 138-F. Supp. 
207 (DC, Texas). C. A. Roe, 56-1 ustc 
{ 9372, 138 F. Supp. 567 (DC, Texas). 

‘Freeport Sulphur Company v. U..S., 59-2 
ustc J 9539, 172 F. Supp. 462. 

5 Freeport Sulphur Company v. U. S., 58-2 
ustc § 9700, 163 F. Supp. 648. 
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The taxpayer contended in this suit 
that the Cuban company first dis- 
tributed the full amount of its ac- 
cumulated earnings before redeeming 
its capital stock; that under the pro- 
visions of Section 115(a) (similar to 
Section 316 of 1954 Code) it had re- 
ceived “dividends” to the extent of 
earnings available for this. purpose; 
and that under Section 115(b) (Sec- 
tions 301 and 316 of 1954 Code) Free- 
port must be “deemed to have paid” 
a portion of the taxes paid by the 
Cuban company. 

The court of claims stated that if 
the distributions to the plaintiff were 
“dividends,” then the plaintiff was en- 
titled to a tax credit. The Court 
found, however, that under Section 
115(c) (Sections 302, 312, 331 and 342 
of 1954 Code), where a dividend was 
a distribution in liquidation, the pay- 
ment in the hands of the distributee 
did not have the status of a dividend. 


Ordinary Income v. Capital Gain.- 
The only question remaining is whether 
the royalties received will be con- 
sidered disguised dividends rather 
than capital gains. This issue has 
been raised in several cases. Two re- 
cent cases in which this question was 
decided are F. H, Magnus and Elsie H. 
Magnus v 
Neugass and Ruth 


Commissioner,’ and E. A 
Neugass v. U. S.7 

In the Neugass case, the taxpayer 
transferred an exclusive license to 
make, use and sell a patented plastic 
device to a 98 percent controlled cor- 
poration. The government contended 
that “the arrangement between Net- 
gass and his corporation, Plasteck, 
Inc., did not achieve any legitimate 
business purpose or result; that the 
arrangement was entered into as a 
tax avoidance scheme and therefore 





* 58-2 uste J 9853, 259 F. 2d 893 (CA-3). 
*59-1 ustc §.9310 (DC Okla.). 
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the purported royalties paid by the 
corporation. were in truth and 
in fact merely distributions of cor- 
porate. earnings masquerading § as 
something that might produce more 
beneficial tax consequences ‘s 


The district court held that: (1) 
The agreement for the payment of a 
royalty was entered into for a sub- 
stantial business reason; and (2) the 
royalty payable was a _ reasonable 
royalty, considering the fact that 
Plasteck, Inc. could not have produced, 
manufactured, or sold the instrument 
panel produced, manufactured, and 
sold by it without the right to do so 
granted by such exclusive license 
agreement. 

In the Magnus case, the taxpayer had 
transferred an exclusive 
manufacture harmonicas to a con- 
trolled corporation. The Tax Court 
determined that payments under the 
agreement were taxable as ordinary 
income and rejected the taxpayer’s 
argument that the payments consti- 
tuted capital gains, profits on the sale 
of a capital asset. The appellate court 
reversed the Tax Court decision on 
the theory that the royalty payments 
were reasonable in amount. 


license to 


Conclusion.—It appears that in the 
case of royalty payments subsection 
902(d) has removed the problem in- 
volved in the Freeport Sulphur case, 
and that it is possible to receive both 
tax benefits, capital gains treatment 
and “deemed paid” tax credit. In 
order to qualify for both benefits, the 
licensing agreement must provide for 
the sale of an exclusive right in a 
patent or trademark at a reasonable 
royalty, and the agreement must com- 
ply with the requirements of subsec- 


tion 902(d). [The End] 








WASHINGTON TAX TALK 


“The slogan—'It's deductible’'—should pass from our scene.” 


RESIDENT -_KENNEDY’S tax message was delivered to Congress 

April 20, and it presages a long-term overhaul of the Internal 
Revenue Code, which may extend to the next session of Congress. 
There. are indications that his program will step off from the 1959 
tax studies of the Congress, wherein much research was done looking 
toward a comprehensive tax reform program. 


Here are the highlights of what Mr. Kennedy suggests: 


Individually-owned business and corporate enterprise would re- 
ceive an investment tax incentive in the form of a tax credit: 15 per 
cent of all new plant and equipment investment expenditures in excess 
of current depreciation allowances; 6 per cent of such expenditures 
below. this level but.in excess of 50 per cent of depreciation allowances ; 
with 10 per cent on the first $5,000 of new investment as a minimum 
credit. 

There would be an over-all ceiling of 30 per cent in the reduction 
of a firm’s tax liability in any one year. The credit. would apply to 
investment expenditures made after January 1, 1961. It would be 
limited to United States assets with a life of six years or more. 
Investments by public utilities, apartments, hotels and the like would 
not qualify. The credit would be in addition to the depreciation 
allowable on the new investment. 


Withholding would be required at a 20 per cent rate on corporate 
dividends and “taxable investment type” interest, effective January 
1, 1962. But withholding statements would not have to be provided 
to recipients. 

The exclusion for the first $50 of dividends and the 4 per cent 
credit on dividend income over $50 would be. repealed. 


Deduction for some business entertainment (personal in nature) 
and maintenance of facilities such as yachts and hunting lodges would 
be disallowed in full. Restrictions would be imposed on the deduct- 
ibility of business gifts, expenses of business trips combined with 
vacations, and “excessive personal living expenses incurred on busi- 
ness travel away from home.” 
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Capital gains treatment would be 
withdrawn from gains on the disposi- 
tion of depreciable property, to the 
extent that depreciation had been de- 
ducted by the seller. 


The law would be clarified so that 
all earnings would be taxed either to 
the cooperative or, allocated as patron- 
age dividends or refunds in scrip or 
cash, taxed to its patrons. Withhold- 
ing would also apply to patronage 
dividends or refunds. 


Some consideration would be given 
by Congress to taxing mutual or re- 
ciprocal fire and casualty insurance 
companies on a basis similar to stock 
companies. 


Congress would review tax deduct- 
ible reserve provisions now available 
to “private savings and lending in- 
stitutions.” 


Starting January 1, 1962, taxpayer 
account numbers—Social Security num- 
bers where now available—would be 
used to identify taxpayer accounts. 


The President asked Congress to 
provide 3,500 Eisenhower-requested 
agents and 765 additional Kennedy- 
requested agents for “improved audits, 
enforcement and anti-crime investiga- 
tion” of the Internal Revenue Service. 


The Internal Revenue Service would 
give “increasing attention” to verifying 
amounts reported as inventories and 
examining the methods used in arriv- 
ing at their reported valuation. 


The Commissioner 


Every year the Commissioner of 
Internal Revenue appears before Con- 
gressional appropriations committees 
to explain the need for operating funds 
for the coming fiscal year. Testimony 
before these committees gives tax 
counsel a view of the inside opera- 
tions of the Internal Revenue Service, 
and the views of the new Commis- 
sioner. 
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Appropriations for the coming fiscal 
year 1962 for the Internal Revenue 
Service were increased to permit the 
Commissioner to add about 2,000 new 
employees, primarily Internal Reve- 


nue agents. Also added would be 183 
additional personnel to support the 
coordinated Law Enforcement Pro- 
gram now in effect with the Depart- 
ment of Justice. 


Commissioner of Internal Revenue, 
Mortimer M. Caplin, told Congress 
that IRS collected $91.8 billion in all 
types of taxes during 1960, which was 
the highest in history. Net collections 
will amount to about $80 billion after 
excluding refund payments, and trans- 
fers to trust funds for social security 
and railroad retirement. systems. 


Commissioner Caplin commented 
on the need for legislation to permit 
a spreading out of income for profes- 
sional taxpayers who have high and 
low peaks of income. He also cited 
the need for legislation to require 
withholding of tax on large incomes 
received at one time, as in the case 
of professional boxers. 


“On the legislative side the overall 
problem is very difficult for a man 
who has high earnings in a few peak 
years and then has this dropoff. In 
terms of a broad approach to the prob- 
lem there have been recommendations 
that perhaps we should have an aver- 
aging provision in our tax law. Whether 
that ever will be adopted is something 
in the lap of Congress, and something 
that does not fall within the scope of 
my operations. 


“Administratively it would be help- 
ful if we did have legislation permit- 
ting some withholding on the earnings 
of people in this category. 


Today if a person is an independ- 
ent contractor there would be no obli- 
gation on the person with whom he 
is dealing to withhold. Perhaps Con- 
gress might want to consider a special 
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withholding program to take care of 
this particular problem.” 


The Commissioner told Congress he 
was not satisfied with.the amount of 
tax returns audited by the Internal 
Revenue Service. each year. Of the 
92 million tax returns filed in 1960, 
61 million were screened for potential 
audit, and only 2.7 million actually 
audited, or 4.5. percent. of returns 
filed. By 1962, returns expected to be 
audited will be 3.5 million, or 5:3 per 
cent of all returns filed. 


“The question of whether we ought 
to be auditing 10 per cent of the 
screened returns, or 7 per cent, is a 
difficult one to answer. I am con- 
vinced from the study I have made of 
the Service’s investigations, and from 
my Own experience representing tax- 
payers, that the 4.5 per cent we have 
done to date and the 5.3 per cent that 
we are asking for under our present 
procedures are inadequate: When we 
can only -screen 3,464,000 returns or 
audit ‘that many out of a potential of 
65-some-odd million, we are not set- 
ting up proper protection for the 
honest taxpayer and I think that we 
are contributing’“to these excesses in 
which a small element—and I hope it 
is small—of the public is allowing it- 
self to indulge.” 


Performance Ratings for IRS 
Agents.—Commissioner. Caplin. has 
sent a stern warning to his district 
office agent supervisors that the num- 
erical ranges of performance, which 
some supervisors have. interpretated 
as quotas, have been. eliminated from 
performance standards for IRS agents. 
He also told district office personnel 
that agents are not to be rated accord- 
ing to additional amounts they pro- 
pose for assessment any other 
such quota-type tests. 


or 


Citing that rumors persist that some 
district offices are putting undue pres- 
sure on agents to produce a certain 
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number of cases or recommend for 
assessment certain specified amounts 
of additional tax, Commissioner Cap- 
lin told his district officials this. prac- 
tice must cease. He stated: 


“T have heard these rumors repeat- 
edly from three sources—from mem- 
bers of Congress (they cropped up 
in the Senate during the hearings on 
my nomination and recently again in 
the House during testimony on our 
1962 budget) ; from private tax prac- 
titioners ; and from representatives of 
various employee groups, who cer- 
tainly ought to know. .. .” 


IRS district office officials can ex- 
pect the Commissioner to raise this 
question again when he visits IRS 
district offices. 


In reply to a question on the quota- 
system for agents and how he thought 
agents should be rated, Commissioner 
Caplin told members of the House 
Appropriations Committee: 


“The Service has recently stated 
that agents are not to be judged by 
the number of returns examined nor 
the amount of additional taxes col- 
lected. I think there should be an 
overall evaluation. An agent may not 
come up with a large number of exam- 
inations nor a large dollar production, 
but he still may be an A-plus agent, 
the highest type we have, and I think 
this should be the attitude through- 
out the field.” 


The Tax Court 


There was a 5.6 per cent reduction 
in petitions filed with the Tax Court 
of the United States in 1960, when 
compared with cases docketed in 1959. 
In 1960, there were 6,369 petitions 
docketed, while the total for 1959 was 
6,744. The Court estimates the num- 
ber of petitions filed will level off at 
6,000 for 1961 and 1962. 
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Meetings of Tax Men 


University of Kansas City, Estate 
Planning Workshop.— A _ practice 
workshop for estate planners, attor- 
neys, accountants, trust officers and 
life underwriters, given by the Law 
Center and the Division for Con- 
tinuing Education of the University 
of Kansas City, will take place on 
five consecutive Saturday mornings, 
April 22 to May 20, from 8:30 a. m. 
to 12:30 p. m. 


Among the 
cussesd are: role of each member of 
estate planning team, “splitting of 
estates,” marital deductions, life in- 
surance, wills, trusts and powers of 


subjects to be dis- 


appointment, gifts, small business. or 
close corporation problems in estate 
planning. Additional information may 
be obtained from the Law Center, 
Estate Planning Division, University 
of Kansas City, School of Law, 5100 
Rockhill Road, Kansas City, Missouri. 


Practising Law Institute Estate 
Planning Forum.—The 
Law Institute will present a two-day 
estate planning forum on Friday and 
Saturday, May 5 and 6, at New York 
City’s Statler Hilton. The 20 speak- 
ers included in the program—experts 
in using trusts, wills and life insur- 
ance—are estate and tax lawyers of 
national reputation, practicing in 
Philadelphia, Boston and Chicago, as 
well as New York. 

The emphasis in the program will 
be on how to set up effective arrange- 
ments designed to serve the 
interests of typical clients and _ their 
families. The use of short-term trusts, 
pour-overs, sprinklers, powers of ap- 
pointment, invasion of principal and 
accumulation of income provisions, 
lifetime charitable gifts and the as- 
signment of life insurance 
will be analyzed. 


Practising 


best 


policies 





Program and registration details 
may be obtained from the Practising 
Law Institute, 20 Vesey Street, New 
York City. 


New York State Society of CPA’s. 

The International Taxation Com- 
mittee of the New York State Society 
of Certified Public Accountants will 
present a “how to” program on the 
afternoon of Thursday, May 11, 1961, 
from 1:00 to 5:00 p. m. in the Gold 
Ballroom of the Statler Hilton Hotel 
in New York City. 

The program topics will be: Wash- 
ington developments in international 
taxation, royalties and know-how in- 
come from foreign sources, organi- 
zation and financing of operations 
abroad, and operating and liquidating 
a foreign business. Where applicable, 
the discussion of each topic will deal 
with both the United States and for- 
eign aspects. There is no charge to 
attend this meeting, and no tickets 
are required in advance. 


University College, University of 
Chicago, Income Tax Seminar.—Tax 
planning for going corporations is the 
subject of the Fifth Annual Federal 
Income Tax Planning Seminar, spon- 
sored by the University College, Uni- 
versity of Chicago. The seminar, an 
intensive one-day lecture-discussion 
meeting, will be held on May 19, 
9:00 a. m. to 5:00 p. m., in the State 
Ballroom of the Palmer House Hotel 
in Chicago. 

The registration fee for the lec- 
ture-discussion, which includes coffee 
break and luncheon, is $24 for the 
first registration from a firm; $20 for 
each additional registration from the 
same firm. Further information is 
available from the Registrar, Down 
town Center, The University of Chi- 
cago, 64 East Lake Street, Chicago 1, 
[llinois. 








Practical, Low-Cost Help 
on Defense Contract Accounting 


ACCOUNTING GUIDE 
FOR DEFENSE CONTRACTS 


Third Edition 


By Paul M. Trueger, CPA 
» Specialist in. Defense Contract Accounting 





Here is the only book of its kind to save you valuable time 
and prevent costly mistakes in defense contract accounting. 600 pages @ Hard Bound 


It tells simply and clearly what to do and how to. do it when con- © Gold Stamped @ Topi- 
cal Index @ Table of 


fronted with the difficult problems tied in with today’s contract 
. Contents 


accounting rules. 


COMPLETELY UP TO. DATE—the Guide brings you the latest regulations 
and procedures whether you’re bidding for a contract, renegotiating one, setting up or 
maintaining records, buying materials, or allocating expenses. 

SAVES TIME and MONEY—dquick-reference arrangement and plain-English 
explanations cut down hours of research and study, increase your ability to serve a 
client, secure a contract, and protect invested dollars—income taxwise. 

COVERS THE WHOLE FIELD~—sweeping in scope, the Guide spans everything 
from the history of cost accounting requirements to the Renegotiation Act as amended 


to date. In the spotlight, too, is needed information on the National Aeronautics and 
Space Administration Act. 


Special Emphasis on 


Contract Financing—clarifies this important aspect of government contracts; re 
views Appendix E of Armed Services Procurement Regulations 

Contract Administration—gives you significant points to be followed in admin 
istration of government contracts 


Pricing—compares, explains and correlates contract accounting and _ pricing 
for quick grasp and application 





Lawyers,.Accountants, and Contractors will profit from the author's long experience, 
intimate slants, and -effective ideas in this technical area of business and government: 
like his up-to-date look at procedures and practices before the Armed Services 
Board of Contract Appeals 


EXAMINE 15 DAYS FREE! 


lo get your copy of this complete guide to all phases of government defense. con 


tract accounting, just fill in and mail the postage-free card attached. Price, $15 a copy 


Authoritative—A Commerce Clearing House Publication 
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